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HOW TO AUDIT 
A BANK 


By MARSHALL C. CORNS 


‘es new book is a practical guide to bank auditing 
routine and procedure. It is designed not only to 
show how to audit any bank as required by law but 
discusses in detail the responsibilities of directors, the 
pitfalls of bank management and operation, and the 
positive protectional and precautionary controls to 
set up so as to avoid embezzlements and defalcations. 
It contains many samples, schedules and forms used 
in undertaking an audit so that it is complete in every 


way. 


The author is a recognized authority on bank man- 
agement problems and auditing practices, procedures 
and routines. For many years has been a management 
consultant and advisor to banks and has had a career 
in banking from practical bank clerk to bank president 
in both city and country banks, large and small. 


Over 84 exhibits add to the usefulness of the book 
which makes it indispensable for bank directors, offi- 
cers, auditors, students, bank examiners, public ac- 
countants, supervisory authorities and certified public 
accountants. 


Price $15.00 delivered 
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Banking Law Journal Digest 


(FIFTH EDITION) 


With the 1956 Cumulative Supplement 


ANNUAL CUMULATIVE SUPPLEMENTS @ CONTINUALLY DOWN TO DATE 


The Fifth Edition of the BANK- 
ING LAW JOURNAL DIGEST 
and the 1956 Cumulative Sup- 
plement are now ready for deliv- 


ery. 


The BANKING LAW JOURNAL 
DIGEST, a volume which has 
been familiar to bankers and bank- 
ing attorneys for many years, 
contains digests of the legal de- 
cisions which have appeared in 
the monthly issues of The Banking 
Law Journal since the establish- 
ment of the Journal in 1889 down 
to the beginning of the present 
year. 


More than two thousand im- 
portant banking decisions have 
been made by the courts since 
the Fifth Edition appeared in 
1939. These, of course, are in- 
cluded in the new 1955 cumula- 


tive supplement. 


These digests are grouped under 
150 main headings arranged in 
alphabetical order — Acceptances, 
Accommodation Paper, Agents, 
Altered Paper, Assignments, At- 
tachments, Banking, Bills, Bonds, 
Checks, Collections, Deposits, etc. 


DEPENDABLE FACTS AND GUIDANCE 


10,000 Digests of Banking Decisions—Arranged for 
Quick Reference— Complete Table of Cases —150 
Main Headings — 1,618 Sections — Over 1,000 Pages 
Fabrikoid Binding—Price $15.00 Including Supplement 


(The 1956 Cumulative Supplement is available at -$7 50 
to subscribers who have the Fifth Edition) 
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An 
Estate Planner’s 
Handbook 


by Mayo A. Shattuck and James F. Farr 


including for the first time a collection 


of annotated forms of wills and trusts 


The first edition of this book has 

been the standard guide for estate 
planners. Now, all sections of the 
work have been re-examined and 
revised to give you the most up-to- 
date, authoritative, step-by-step cov- 
erage of all aspects of estate plan- 
ning. 
The broad scope of the Handbook 
is sufficient assurance of its practical 
value. The following special features 
increase its usefulness: 

A newly added collection of an- 
notated forms (204 pages), includ- 
ing, among others, a simple will and 
codicil, wills with a variety of family 
trust provisions, a will and revocable 
trust employing the pour-over tech- 
nique, and two stock purchase agree- 
ments and trusts. 


Practical answers to questions relatin 
options ©@ business insurance trusts @ 


fe 


Completely rewritten chapters on 
taxation, bringing you up to date on 
this vital aspect of estate planning, 
with special emphasis on the marital 
deduction. 

Expanded treatment of life insur- 
ance and particularly business insur- 
ance trusts. 


This valuable work is the result of 
a vast amount of practical, firsthand 
experience in all aspects of estate 
planning. The authors worked to- 
gether for fifteen years and devoted 
most of their time in practice to 
problems in the field. Mr. Farr, 
who collaborated with Mr. Shattuck 
in the preparation of this Second 
Edition, also worked with him in the 
preparation of the First Edition. 


to — use of life insurance @ insurance 
y man insurance @ use of wills in family 


and business plans @ will provisions ©@ revocable trusts @ selection of trustees @ 
trustee's management powers @ prudent man investment rule @ accountings ® 
taxation of revocable and irrevocable trusts, of life insurance, and of powers of 
appointment @ the marital deduction @ drafting ©@ what state laws apply to 
trusts ©@ death of major stockholder © and many other topics. 


Price $10.75 
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Commercial Law 


ROBERT BRAUCHER 
I 
COMMERCIAL PAPER 


Holding in Due Course.—There were several decisions and 
much comment on the question whether a finance company or 
bank can be a holder in due course of notes negotiated to it by 
a dealer when it supplies the dealer with forms and regularly 
finances his sales. The currently prevailing answer seems to 
be that the finance company can hold in due course in such 
circumstances, although too close participation in or control 
over the dealer’s transactions may be fatal to the desired 
status."* But actual notice to the finance company that the 
underlying transaction is defective has been held to prevent 
holding in due course even though its employees act honestly.” 


In other situations the rule of the pure heart and the empty 
head remains in full force." But two cases show use of the 
requirement of “good faith” to deny enforcement where the 
negotiation takes place under suspiciously bizarre circum- 
stances. A holder who was present when the payee filled in 
a blank amount was put on inquiry as to the payee’s authority 


Robert Braucher is Professor of Law at Harvard Law School and a Member of the 
New York and Massachusetts Bars. 

Kenneth J. Robinson, a member of the third-year class, Harvard Law School, gave 
valuable assistance in the preparation of this article. 

This article is a part of an article originally published in the NEW YORK UNIVERSITY 
LAW REVIEW, March, 1956 issue. 

58 Citizens & So. Nat’l Bank v. Stepp, 126 F.Supp. 744 (N.D. Fla. 1954); Public Loan 

Corp. v. Terrell, 275 S.W.2d 4385 (Ark. 1955); Implement Credit Corp. v. Elsinger, 268 
Wis. 148, 66 N.W.2d 657 (1954), rehearing denied, 67 N.W.2d 873 (Wis. 1955), 39 
Minn. L. Rev. 775. See Notes, 10 N.Y.U. Intra. L. Rev. 198 (1955); $8 N.C.L. Rev. 

608 (1955); 34 Ore. L. Rev. 262 (1955). 

59 General Motors Acceptance Corp. v. Daigle, 225 La. 128, 72 So.2d $19 (1954), 53 

—_— L. - 877 (1955); General Contract Corp. v. Wigington, 81 So@d 148 (La. 
pp. 1955). 

60 Century Indemnity Co. v. First Nat’l Bank, 272 S.W2d 150 (Tex. Civ. App. 1954). 

61 Husseyni v. Rappaport, 127 F.Supp. 144 (D. Minn. 1954); Rainey v. Grimmer, 19 

Conn. Super. 404, 116 A.2d 447 (1955). 
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and took at its peril." And where an agent for two principals 
deposited checks of one in his account for the other, it was held 
that proof that the account was in balance did not establish 
that the second principal was a holder for value.” 


Liability of Parties—Several decisions applied statutes 
providing that signatures are admitted unless specifically 
denied.“ A federal court applying Pennsylvania law held 
illiterate makers to their signatures,” and other cases excluded 
parol evidence limiting the undertaking of parties to notes.” 
But parol evidence was held admissible to show that the maker 
signed for the accommodation of the plaintiff.” 

The liability of secondary parties was litigated in a number 
of cases. Waiver of presentment “at time of maturity” was 
held to apply to each installment of an installment note.” In 
the absence of such a waiver, of course, the liability of secondary 
parties is conditioned on due diligence, and a notary’s certi- 
ficate of protest was held to be only presumptive evidence that 
the required notice of dishonor had been given." Two cases, 
however, permitted the requirements of diligence to be avoided 
by suit on the underlying debt; in one the effect was to dis- 
pense with the usual requirement of a bond in a suit on a lost 
instrument.” 


Forgery and Alteration—The Supreme Court of New 
Mexico said that Morgan v. First Nat'l Bank,” because of 
its extraordinary facts, was a case “probably of both first and 
last impression”; in an action by a depositor against her bank 
for paying a forged check, it was held no defense that she had 


62 A. J. Cannon & Co. v. Collier, 91 Ga. App. 40, 84 S.E.2d 482 (1954). 

63 Brubaker v. Berks County, $81 Pa. 157, 112 A.2d 620 (1955). 

64 United States v. Davis, 125 F.Supp. 696 (W.D. Ark. 1954); United States v. Wimbley, 

125 F.Supp. 691 (W.D. Ark. 1954); United States v. Lemons, 125 F.Supp. 686 (W.D. 

roy i Gibbs v. Lido of Worcester, Inc., 125 N.E.2d 406 (Mass. 1955). Cf. UCC 
$-307 (1). 

65 Fried v. Feola, 129 F.Supp. 699 (W.D. Pa. 1954). 

66 Platt v. Rose, 208 Misc. 1, 142 N.Y.S.2d 916 (Sup. Ct. 1955) (condition subsequent, 

indorser) ; Bowden v. Partners’ Finance, 278 S.W.2d 866 (Tex. Civ. App. 1955) (accom- 

modation maker). 

67 Gibbs v. Lido of Worcester, Inc., 125 N.E.2d 406 (Mass. 1955). 

68 Government of the Virgin Islands v. Brown, 221 F.2d 402 (3d Cir. 1955). 

69 Emanuel v. Douglas Laboratories, Inc., 186 N.Y.S2d 501 (Sup. Ct., App. T., Ist 

Dep’t 1954). Cf. UCC § 8-510(a). 

70 United States v. Johnston, 188 F.Supp. 683 (D. Minn. 1955) (drawer, check lest by 

payee); Tuckel v. Jurovaty, 141 Conn. 649, 109 A.2d 262 (1954) (indorser, delay in 

notice of dishonor). Contra, UCC § $-802(1) (b). 

71 United States v. Johnston, supra note 70. Cf. UCC § 8-804. 

72 58 N.M. 780, 276 P2d 504 (1954). 
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given the forger a similar but genuine check which completely 
disappeared. A check payable to two joint adventurers was 
held negotiable only by the indorsement of both; where one 
signature was unauthorized, the drawee was held liable to the 
drawer for an improper payment.” Ina similar case where one 
indorsement was entirely missing, the court, relying on cases of 
forged indorsements, permitted the drawee to recover from a 
collcting bank on the basis of mutual] mistake.” 

Several cases ruled on claims that forged indorsements were 
effective because made by impostors or on behalf of fictitious 
payees. The impostor rule was held inapplicable where the 
forger obtained the instrument by representing himself as an 
agent of the payee; but the New Hampshire court, in a 
case of first impression, adopted the impostor rule as applicable 
to the impostor by mail as well as the face-to-face impostor.” 
A Louisiana case applied the Fictitious Payee Act, broadening 
section 9(3) of the Negotiable Instruments Law to cover cases 
where the situation was known to the employee who supplied 
the name of the payee but not to the signing officer of the 
issuer.” 


Usury.—The judicial revision of the law of usury in Ar- 
kansas continued to produce judicial opinions and learned com- 
ment.” Elsewhere it was held in a case of first impression that 
a usury statute did not apply to a conditional sale or to a bonus 
on settlement before maturity.” Excess interest payable after 
default was held not usurious in two cases; in one because result- 


73 Fulton Nat’l Bank v. Didschuneit, 88 S.E.2¢d 853 (Ga. App. 1955). Cf. UCC §§ 3-110 
(1) (g), $-116(b). 

74 American Nat’l Bank v. First Nat’l Bank, 277 P.2¢d 951 (Colo. 1954), 32 Dicta 185, 
27 Rocky Mt. L. Rev. 347. But cf. UCC § 8-417(1) (a) (warranty). 

75 Harsin Motor Co. v. Colorado Sav. & Trust Co., 284 Pd 285 (Colo. 1955). Cf. 
Wilson v. First Nat’l Bank, 276 P.2d 766 (Okla. 1954) (semble, cashier’s check). Cf. 
UCC § 8-405, comment 2. 

76 Dartmouth Nat'l Bank v. Keene Nat'l] Bank, 115 Ad $16 (N.H. 1955). Cf. UCC 
§ 3-405 (1) (a). 

77 Fidelity & Cas. Co. v. United States Fidelity & Guaranty Co., 81 So2d 576 (La. 
App. 1955). Cf. UCC § 3-405(1) (c). But cf. under the Negotiable Instruments Law, 
Travelers Indemnity Co. v. Szymanski, 207 Misc. 180, 186 N.Y.S.2d 790 (Sup. Ct. 1954). 
78 Universal C.1.T. Credit Corp. v. Avery, 280 S.W.2d 229 (Ark. 1955); Universal 
C.L.T. Credit Corp. v. Hall, 279 S.W.2d 281 (Ark. 1955); Sunderland v. Babcock, 277 
S.W.2d 74 (Ark. 1955); General Contract Corp. v. Duke, 270 S.W.2d 918 (Ark. 1954). 
See Collins and Ham, The Usury Law of Arkansas: A Study in Evasion, 8 Ark. L. Rev. 
399 pont Penick, The Impact of Usury Law on Banks in Arkansas, 8 Ark. L. Rev. 
420 (1954). 

79 Luchesi v. Capital Loan & Finance Co., 118 Ad 725 (RI. 1955). Cf. Associates 
Discount Corp. v. Ruddock, 81 So.2@d 249 (Miss. 1955) (usurious refinancing tainted 
whole conditional sale) . 
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ing from the “voluntary action” of the borrowers,” in the other 
because interest for the period after an accelerated maturity 
was penal and void.” A factoring company which lent money 
on notes, deducted a flat bonus, and charged interest payable 
at maturity at a higher rate than was permitted to banks was 
held not engaged in “making discounts” under a New York 
statute restricting the business of banking to banks.” 


II 
BANK DEPOSITS AND COLLECTIONS 


Payment and Acceptance.—Several cases involved attempts 
by drawee banks to recover money paid on defective checks. 
Where the check was forged, recovery was denied; “prior in- 
dorsements guaranteed” does not cover the maker’s signature.” 
Such a guarantee was also held not to cover a missing indorse- 
ment, but recovery for mistake was permitted; the result was 
that recovery was permitted against the collecting bank in 
which the check was deposited, but not against a subsequent 
agent bank.** Where the drawer was barred by failure to 
give notice of forged indorsements within two years, a lower 
New York court in an elaborate opinion held that the drawee 
could not recover from collecting banks unless it first effectively 
waived its defense against the drawer. 

Drawee banks ordinarily undertake no liability to holders 
of uncertified checks.** But when checks or drafts are duly 
presented, the drawee may become bound to pay them if it fails 
to pay or return them within a short statutory period.” In a 
case noted last year in the lower court, a decision denying such 
liability was affirmed on the ground that the holder had au- 
thorized the delay.” 


80 Pacific Finance Corp. v. Crane, 280 P.2d 502 (Cal. Dist. Ct. 1955). 
81 Ranson v. Snyder, 75 So.2d 738 (Miss. 1954). 
82 Miller v. Discount Factors, Inc., 285 App.Div. 772, 141 N.Y.S.2d 140 (1st Dep’t 1955). 
83 Fidelity & Deposit = v. Peoples Exchange Bank, 270 Wis. 415, 71 N.W.2d 290 (1955). 
Cf. UCC §§ 3-417, 3-4 
84 American Nat’l Bunk v. First Nat'l Bank, 277 P.2d 951 (Colo. 1954). 
85 Travelers Indemnity Co. v. Szymanski, 207 Misc. 130, 186 N.Y.S.2d 790 (Sup. Ct. 
1954). Cf. UCC § 4-406(1) (c). 
86 Bradley Grain Co. v. Farmers & Merchants Nat'l Bank, 274 S.W.2d 178 (Tex. Civ. 
App. 1954). Cf. UCC § 3-409 

87 Carder v. Tyler Bank & Trust Co., 182 F.Supp. 495 (E.D. Tex. 1954), aff’d, 224 
F.2d 687 (5th Cir.), cert. denied, 350 U.S. 913 (1955) . Cf. UCC §§ 8-419(1) (b), 4-302. 
88 Safety Motors, Inc. v. Elk Horn Bank & Trust Co., 217 F.2d 517 (8th Cir.), ne 
118 vient 872 (W.D. Ark. 1954), 1954 Ann. Survey Am. L. 505, 30 N.Y.U.L 
601 (1955 
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Customers of Payor Bank.—Two cases of claims by de- 
positors that their banks had made improper payments pro- 
duced voluminous comment. In one, noted last year, the Penn- 
sylvania Supreme Court held invalid an agreement relieving 
the bank of liability for negligent disregard of an order to 
stop payment;** in the other, New York courts ruled that 
negligent payment of altered checks gave rise to no liability 
sounding in tort.* 


The liability of a bank to its customer for improper payment 
is often restricted by statute.’ In one case the depositor’s 
failure to give statutory notice within three months after the 
return to him of a forged or raised check was held to absolve 
the bank “irrespective of its knowledge of the facts or negli- 
gence in the first instance.”** Contrary results were reached 
when the returned checks were intercepted by the depositor’s 
forger-husband,” and when the depositor was lulled into secur- 
ity by a fraudulent vice-president of the bank.** 


Several cases involved the effect of passbook rules. Claims 
of wrongful payment to a co-depositor were upheld in two cases 
where the bank failed to obey a passbook rule forbidding with- 
drawals unless the book or a certificate was presented;*° one 
case denied such a claim.** Where the passbook merely incor- 
porated a rule by reference, a lower New York court held the 
depositor not bound; alternatively, the rule was not clear enough 
to cover negligence in premature payment of a postdated 
check.” 


89 Thomas v. First Nat’l Bank, 376 Pa. 181, 101 A.2d 910 (1954), 1954 Ann. Survey 
Am. L. 505, 30 N.Y.U.L. Rev. 601 (1955), 5 Duke BJ. 26 (1955), 53 Mich. L. Rev. 
128, 38 N.C.L. Rev. 96, 18 U. Det. L.J. 84. See Note, 9 N.Y.U. Intra. L. Rev. 294 
(1954). 

90 Stella Flour & Feed Corp. v. National City Bank, 285 App. Div. 182, 186 N.Y.S.2d 
189 (1st Dep’t 1954), 19 Albany L. Rev. 324 (1955), 21 Brooklyn L. Rev. 291 (1955), 
4 Buffalo L. Rev. 345 (1955), 40 Cornell L.Q. 795 (1955), 438 Geo. L.J. 694 (1955), 29 
St. John’s L. Rev. 291 (1955), 6 Syracuse L. Rev. 365 (1955), aff’d, 308 N.Y. 1023, 
127 N.E.2d 864 (1955). 

91 Cf. Travelers Indemnity Co. v. Szymanski, 207 Misc. 180, 186 N.Y.S.2d 790 (Sup. Ct. 
1954). 

92 Flaherty v. Bank of Kimball, 68 N.W.2d 105 (S.D. 1955). 

93 Benge v. Michigan Nat’l Bank, 341 Mich. 441, 67 N.W.2d 721 (Mich. 1954). Cf. 
UCC § 4-406 (2). 

94 City Nat’l Bank v. Strickland, 278 S.W.2d 667 (Tex. Civ. App. 1954). 

95 La Valley v. Pere Marquette Employes’ Credit Union, 342 Mich. 639, 70 N.W.2d 
798 (1955). Cf. Fischer v. Morris Plan Co., 275 S.W.2d 398 (Mo. App. 1955) (thrift 
certificate) . 

96 Badders v. Peoples Trust Co., 127 N.E.2d 249 (Ind. App. 1955). 

97 Montano v. Springfield Gardens Nat’l Bank, 207 Misc. 840, 140 N.Y.S.2d 63 (Sup. 
Ct. 1955). Cf. UCC § 4-108(1). 
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A California court ruled on a question of first impression on 
damages for wrongful dishonor of a depositor’s check. Under 
a statute sponsored by the American Bankers Association, 
limiting recovery to “actual damages,” the court ruled that 
the depositor could recover the full market value of an auto- 
mobile which was repossessed by the payee as conditional 
vendor because of the dishonor.” 


Itt 
LETTERS OF CREDIT 


Letter-of-credit litigation was sparse. A district court 
decision holding a bill of lading not “clean” as required by a 
letter of credit was affirmed.*” Summary judgment for de- 
fendants was granted in two actions against issuers for breach 
of the terms of letters of credit." And a letter of credit was 
held not to comply with a sale contract when the letter required 
a certificate not mentioned in the contract and thereby supplied 
a “much delayed paying procedure.”*” 


IV 
BULK SALES 


Bulk-sale statutes were held applicable to the sale of a maga- 
zine publisher’s business’ and to a sale of the “white goods” 
of an appliance dealer,’ but not to a transfer of a restaurant if 
no personal property was transferred.“ Relief was granted 
to a trustee in bankruptcy who sued after the statutory ninety- 
day time limit had expired, where the petition in bankruptcy 
was filed within that period.*” Relief was denied to a creditor 
who had acquiesced in the sale,*** and an ea parte receivership 


98 Abramowitz v. Bank of America, 281 P.2d 380 (Cal. App. Dep’t 1955). 

99 Liberty Nat'l Bank & Trust Co. v. Bank of America Nat’l Trust & Sav. Ass’n, - 
F.2d 831 (10th Cir. 1955), affirming 116 F.Supp. 238 (W.D. Okla. 19538), 8 Okla. 
Rev. 217 (1955). 

100 C. Lievense, Ltd. v. Credit Suisse, 285 App.Div. 1046, 140 N.YS2d 3 (lst Dep’t 
1955); Learner Co. v. Isbrandtsen Co., 140 N.Y.S.2d 316 (Sup. Ct. 1955). 

ns — Int'l, Inc. v. Congeladora De Mazatlan, S.A., 141 N.Y.S.2d 221 (Sup. Ct. 
955 

102 Sapphire Corp. erican Mercury Magazine, Inc., 188 N.Y.S.2d 286 (Sup. Ct. 
1955). Cf. UCC pty-y 

103 Finn v. Tires & Appliances, Inc., 111 Ad 98 (NJ. Ch. 1954). 

104 Babylon Milk & Cream Co. v. Gerard, 284 App.Div. 908, 184 N.Y.S.2d 601 (@d 
Dep’t 1954). 

105 Finn v. Tires & Appliances, Inc., 111 Ad 98 (NJ. Ch. 1954). 

106 Cain v. Pratt, 80 So.2d 41 (Miss. 1955). 
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was held improper except “in an extreme exceptional case. 
Failure to comply with the statute under a contract providing 
for such compliance was held to justify the buyer in rescinding 
and recovering his down payment.’* 


V 
DOCUMENTS OF TITLE 


A substantial body of claims against bailees for negligent 
loss or damage produced a good deal of judicial discussion of 
presumptions and burden of proof, including an elaborate 
opinion by a lower New Jersey court with respect to an inter- 
state shipment by common motor carrier.” Attempts to avoid 
the limitations on the time for filing claims in the uniform rail- 
road bill of lading by recourse to the doctrine of estoppel were 
unsuccessful.” But those limitations are excluded in standard 
government bills of lading, and an attempt to insert them was 
held unauthorized.’ A similar limitation in an ocean bill of 
lading was held inapplicable to goods never received on board 
the vessel,”** and a limitation of liability in a warehouse receipt 
was overcome by proof of gross negligence.’* 

Two cases imposed liability on field warehousemen arising 
out of nonreceipt’** and wrongful release*** of goods covered 
by warehouse receipts. A recipient of goods pursuant to a trust 
receipt or “floor plan” arrangement was held not to be a “ware- 
houseman” within the meaning of a criminal statute prohibiting 
embezzlement.'** Two cases dealt with the claims of depositors, 
including the Commodity Credit Corporation, as tenants in 
common of grain in the same bankrupt warehouse."”’ 


107 Lingner v. Haley, 277 S.W.2d 302 (Tex. Civ. App. 1954). 

108 Harrison v. Hykel, 178 Pa. Super. 118, 118 A.2d 160 (1955). 

109 Silver Lining, Inc. v. Shein, 117 A2d 182 (NJ. App. Div. 1955). Cf. Compania 
De Vapores Ins. Co., S.A. v. Missouri-Pac. R.R., 188 F.Supp. 942 (E.D. La. 1955); 
Robertson v. Louisiana Fruit Growers Ass’n, 80 So2d 190 (La. App. 1955); Atkins v. 
Racquet Garage Corp., 177 Pa. Super. 194, 110 A2d 767 (1955); UCC § 7-408 (1) (b), 
as amended in Supp. No. 1 (1955). 

110 White Cross Hospital v. Chesapeake & O. Ry., 125 N.E.2d 363 (Ohio App. 1953); 
Rhode Island Tool Co. v. New York, N.H. & H.R.R., 114 A@d 404 (RI. 1955). Cf. 
UCC § 7-809 (2). 

111 Seaboard Air Line R.R. v. United States, 216 F.2d 855 (4th Cir. 1954). 

112 Insurance Co. of North America v. S.S. Exminster, 127 F.Supp. 541 (S.D.N.Y. 1954). 
113 Manhattan Storage & Transfer Co. v. Davis, 117 A.2d 120 (D.C. Munic. Ct. App. 
1955). 

114 Lawrence Warehouse Co. v. Nasif, 219 F.2d 5386 (5th Cir. 1955). 

115 Lawrence Warehouse Co. v. Twohig, 224 F.2d 498 (8th Cir. 1955). 

116 Redmon v. State, 126 N.E.2d 485 (Ind. 1955). 

117 United States v. Luther, 225 F.2d 499 (10th Cir. 1955); Central States Corp. v. 
Luther, 215 F.2d 38 (10th Cir. 1954), cert. denied, 348 U.S. 951 (1955). 
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VI 
INVESTMENT SECURITIES 


Two cases on stock transfers should be noted. In one the 
court upheld a conversion action against an issuer which re- 
fused to record a transfer, interpreting a pre-emptive right in 
the other stockholders as inapplicable to a sale made to settle 
a decedent’s estate."* The other compelled transfer to an 
assignee, although the assignor had died and a new certificate 
had been issued to his executrix upon the filing of a bond.’” 


Bank of America Nat'l Trust and Savings Ass’n v. Rocco*” 
was an important decision on the negotiation of stolen govern- 
ment bonds. Applying federal law, the Court of Appeals for 
the Third Circuit sitting en banc held that bonds which had 
been called for redemption were not overdue and that the 
claimant had the burden of proving the bad faith of a pur- 
chaser; three dissenting judges thought the bonds were overdue 
as a matter of federal law and would have put the burden of 
proving good faith on the purchaser as a matter of state law. 
The majority found the federal rule on proof of good faith in 
nineteenth-century cases in the Supreme Court; none of the 
judges referred to the possibility that the federal rule might 
be ascertained by reference to the Negotiable Instruments 
Law,™ or dealt with the relation of government bonds to the 
federal power over money. 


Vil 
SECURED TRANSACTIONS 


Scope and Validity.—Failure to meet formal reqiurements 
rendered security devices invalid in several cases. Thus an 
Oklahoma chattel mortgage failed because not acknowledged 
and because attested by only one witness.” The Supreme 
Judicial Court of Massachusetts continued to insist on strict 


118 Elson v. Security State Bank, 67 N.W.2d 525 (Iowa 1954). Cf. UCC §§ 8-204, 8-401, 
comment 1. 

119 Verity v. Peoples State Bank, 142 N.Y.S.2d 481 (Sup. Ct. 1955). Cf. UCC § 8-405 (2). 
120 996 F.2d 297 (3d Cir. 1955). Cf. UCC §§ 8-301, 8-302, 8-305. 

121 § 59. Cf. UCC §§ 8-307 (3), 8-105 (2). See New York, N.H. & H.R.R. v. Reconstruction 
Finance Corp., 180 F.2d 241, 244 (2d Cir. 1950); Whitin Mach. Works v. United States, 
175 F.2d 504, 507 (1st Cir. 1949) (Uniform Sales Act). 

122 Bittle v. Heim, 284 P.2@d 731 (Okla. 1955). 
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compliance with the statute requiring conditional-sale contracts 
to contain a clause giving the buyer a right to any surplus after 
payment of the “total time price” and reasonable expenses of 
repossession and resale;’* but the federal district court upheld 
a contract of the General Motors Acceptance Corporation which 
departed from the statutory language.’ 


Several cases upheld inventory security arrangements. 
Judge Learned Hand held valid a New York trust receipt 
on goods shipped from India to the Philippines.” A federal 
court upheld a Massachusetts blanket mortgage given on ac- 
count of antecedent debts, distinguishing it from an assignment 
for creditors because there was a genuine equity of redemp- 
tion.’** And the New Mexico court held that a seller’s retained 
title to a stock of goods was a chattel mortgage because the 
buyer promised to pay any deficiency after repossession and 
resale;*’ the mortgage was valid and covered after-acquired 
goods despite the buyer-mortgagor’s power to sell without ac- 
counting for proceeds.** Legislatures also were sympathetic 
to inventory security: Maine became the thirty-fourth juris- 
diction to adopt the Uniform Trust Receipts Act and Illinois 
and Indiana brought to twenty-six the number providing for 


statutory factor’s liens.*™ 

The right of the lienholder to remission of a vehicle for- 
feiture under California’s narcotic laws was the subject of 
decision and comment.*” 


Priority —The standard conflict between a “floor plan” or 


123 Nickerson v. Zeoli, 127 N.E.2d 779 (Mass. 1955); Clark & White, Inc. v. Fitzgerald, 
127 N.E2d 172 (Mass. 1955). Cf. Adams v. Caruso Enterprises, Inc., 285 P.2d 1022 
(Cal. Dist. Ct. 1955). 

124 In re Drooker, 129 F.Supp. 866 (D. Mass. 1955) (deductions from “amount due” 
included “a reasonable attorney’s fee”). 

125 Barrett v. Bank of the Manhattan Co., 218 F.2d 763 (2d Cir. 1954). 

126 United States v. Gargill, 218 F.2d 556 (1st Cir. 1955). 

127 Joe Heaston Tractor & Implement Co. v. Claussen, 287 P.2d 57 (N.M. 1955). Cf. 
Caldwell Finance Co. v. McAllister, 226 F.2d 189 (9th Cir. 1955) (purported conditional 
sale invalid because not filed as chattel mortgage); Flint Furniture Mart v. Beckley, 
342 Mich. 122, 68 N.W.2d 782 (1955) (conditional sale valid without recording if de- 
ficiency not recoverable). 

128 Cf. In re Chas. M. Ingersoll Co., 119 F Supp. 868 (N.D. Ohio 1954), aff'd, 222 F.2d 
120 (6th Cir. 1955) (conditional sale for resale with accounting for proceeds). Contra, 
Ed Hughes Furniture Co. v. Caughran, 218 F.2d 906 (7th Cir. 1955). 

129 Me. Laws 1955, p. 461; Ill. Rev. Stat. c. 82, §§ 102-12 (Ill. Bar. Ass’n 1953); Ind. 
Acts 1955, c. 167. See Skilton, The Factor’s Lien on Merchandise, 1955 Wis. L. Rev. 
356, 609; Note, 38 Marq. L. Rev. 110 (1954). 

130 People v. One 1958 Pontiac Catalina Automobile, 286 P.2d 885 (Cal. Dist. Ct. 1955). 
See Note, 6 Hastings L.J. 218 (1955). 
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wholesale lender against a dealer’s inventory and the lender who 
purchases “chattel paper” resulting from the dealer’s sale at 
retail is illustrated in General Credit Corp. v. First Nat'l 
Bank.*** A bank which financed an automobile dealer cor- 
poration had both a blanket chattel mortgage and trust receipts 
covering the dealer’s stock of cars, but a finance company 
which took a chattel mortgage on a car sold by the dealer to 
its president and principal stockholder took free of the bank’s 
rights; the finance company was protected as a bona fide pur- 
chaser of “instruments in such form as are by common practice 
bought and sold as if negotiable.”*** In other cases a dealer who 
took a car in a trade with another dealer was held a “buyer in 
ordinary course” free of a trust receipt,’** and a chattel mort- 
gagee was held a “purchaser” who took free of an unrecorded 
conditional sale.** Under a Nevada statute the conditional 
vendor of a car was prior to a garageman’s lien for work done 
but subsequent to the garageman’s retained title to a rebuilt 
engine installed in the car.’* 


Filing.—Public filing is the device principally relied on to 
give third persons an opportunity to learn of chattel-security 
transactions, but the factor’s lien statutes have traditionally 
required sign-posting in addition. This year four states fol- 
lowed the lead of New York in eliminating the sign-posting 
feature.“** Meanwhile, both time and place of filing continued 
to give trouble under chattel-mortgage statutes. A New York 
chattel mortgage was held invalid because filed in the place 
where the corporate mortgagor did business instead of in the 
place where the certificate of incorporation said its principal 


181 983 P.2d 1009 (Wyo. 1955). Cf. Citizens Nat’l Trust & Sav. Bank v. Beverly Finance 
Co., 127 Cal. App.2d 835, 278 P.2d 714 (App. Dep’t 1954), 2 U.C.L.A.L. Rev. 267 (1955); 
Fidelity Corp. v. Associates Discount Corp., 340 Mich. 610, 66 N.W.2d 235 (1954), 
108 U. Pa. L. Rev. 684 (1955). But see Canandaigua Nat’! Bank & Trust Co. v. Com- 
mercial Credit Co., 285 App. Div. 7, 185 N.YS.2d 66 (4th Dep’t 1954), reversing 204 
Misc. 946, 126 N.Y.S.2d 316 (Sup. Ct. 1953), 1954 Ann. Survey Am. L. 510, 830 N.Y.U.L. 
Rev. 606 (1955). 

132 Uniform Trust Receipts Act § 9(a) (1). Cf. UCC § 9-306(4). 

133 Commercial Credit Corp. v. General Contracts Corp., 79 So.2@d 257 (Miss. 1955); 
Uniform Trust Receipts Act § 9(2) (a) (i). Cf. UCC §§ 1-201(9), 9-807(1). 

184 Buffalo Hebrew Social Club Federal Credit Union v. Coles, 285 App. Div. 998, 188 
N.Y.S.2d 47 (4th Dep’t 1955). Cf. UCC § 9-801 (1) (b). 

135 Havas Used Cars, Inc. v. Lundy, 276 P.2d 727 (Nev. 1954). Cf. UCC §§ 9-310, 9-314. 
136 Me. Laws 1955, p. 25; N.C. Laws 1955, c. $386; Tex. Laws 1955, c. 178; W. Va. 
Acts 1955, c. 108. See Skilton, The Factor’s Lien on Merchandise, 1955 Wis. L. Rev. 
$56, 609-14. 





THE BANKING LAW JOURNAL 895 


office was.**” Another New York chattel mortgage was invalid 
in bankruptcy because of late filing, even though no creditors 
became such during the delay." Removal of mortgaged goods 
from the filing district was held immaterial in Wisconsin.** 
A decision interpreting a policy of “Credit Union Chattel 
Lien Non-Filing Insurance,” also known simply as nonrecord- 
ing insurance, points up the fact that it may sometimes be 
economical for lenders simply to ignore filing statutes. It 
then becomes important to decide the consequences of failure 
to file. The Arizona court, citing conflicting cases in other 
states, held that notice to a bona fide purchaser within ten days 
after the conditional seller received notice of the whereabouts 
of a “skip” car had the same effect against the purchaser as 
filing under the Uniform Conditional Sales Act.*** Attaching 
creditors were held to be beneficiaries of the chattel-mortgage 
filing statute in the District of Columbia, although the con- 
trary rule had been adopted for conditional sales.*** In Okla- 
homa the taking of possession by the mortgagee was held to 
validate an unfiled chattel mortgage as against subsequent at- 
tachments,*“* but not against an intervening unfiled mortgage." 


Accounts Receivable; Proceeds —When no negotiable in- 
strument is involved, it is standard doctrine that an assignee 
takes subject to defenses and claims available against his as- 
signor.° But financing agencies took free of such defenses in 
to cases, in one because of direct dealings between debtor and 
assignee,’** and in the other because of an express clause in the 
conditional sale contract assigned.’ 


187 Barnes v. Lynn, 221 F.2d 955 (2d Cir. 1955). Cf. Matter of Lederman, 128 F.Supp. 
$03 (S.D.N.Y. 1954) (failure to file at buyer’s residence not cured by filing in place to 
which buyer moved). 

138 In re Gondola Associates, Inc., 182 F.Supp. 205 (E.D.N.Y. 1955), reluctantly follow- 
ing Constance v. Harvey, 215 F.2d 571 (2d Cir. 1954), cert. denied, $348 U.S. 913 (1955), 
80 N.Y.U.L. Rev. 11138, 1954 Ann. Survey Am. L. 510, 30 N.Y.U.L. Rev. 606 (1955). 
Cf. Exchange Bank v. Morgan, 222 F.2d 567 (8th Cir. 1955) (predating voided mortgage) . 
139 Peterson Cutting Die Co. v. Bach Sales Co., 269 Wis. 118, 68 N.W.2d 804 (1955). 
140 American Aviation & Gen. Ins. Co. v. Georgia Telco Credit Union, 223 F.2d 206 
(5th Cir. 1955). 

141 Frontier Motors, Inc. v. Chick Norton Buick Co., 78 Ariz. 341, 279 P.2d 1082 (1955), 
41 Va. L. Rev. 668. Cf. UCC §§ 9-108 (8), 9-801 (1) (b). 

142 Barlow v. Langlands, 110 A.2d 688 (D.C. Munic. Ct. App. 1955). 

143 Moyer v. Colyer, 283 P.2d 815 (Okla. 1955). Cf. UCC § 9-301 (1) (c). 

144 Edge v. Smith, 284 P.2d 711 (Okla. 1955). But cf. UCC § 9-301 (1) (b). 

145 Marks v. Philadelphia Wholesale Drug Co., 125 F.Supp. 369 (E.D. Pa. 1954). Cf. 
note 58 supra. 

146 Kanawha Valley Bank v. Nello L. Teer Co., 128 F.Supp. $25 (S.D.W. Va. 1955). 

147 Glens Falls Nat’) Bank & Trust Co. v. Sansivere, 186 N.Y.S.2d 672 (County Ct. 
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Two cases upheld floating liens on assigned debts against 
claims that the assignor’s dominion over the debts defeated 
the lien and that the substitution of new debts for old was pre- 
ferential.*** Another enforced the lien on proceeds granted by 
the Uniform Trust Receipts Act. And a bankruptcy case il- 
lustrates the use of a factor’s lien to reinforce the security of 
accounts receivable: the accounts were to be charged back to the 
extent that they were uncollectible because of defective per- 
formance by the assignor, and the assignee took a factor’s lien 
on inventory to secure that contingent liability of the assignor.*” 


Automobile Title Registration—Some aspects of certi- 
ficates of title for automobiles have been discussed above.*” 
Here the focus is on the use of the certificate as a device for 
recording security interests. In three cases retention of the 
certificate or notation thereon was held ineffective as against 
a purchaser from a dealer to whom the secured party entrusted 
the car.’ Other cases upheld the rights of bona fide purchasers 
against liens not noted on the certificate as required by sta- 
tute;*** the New Jersey court rejected an argument that the 
statute was unconstitutional because it prevented a second 
mortgage from being perfected without the consent of a first 
mortgagee in possession of the certificate. Liens properly 
noted, on the other hand, were held prior to a lien for repairs’™ 
and to a levy of execution.** In Colorado it was held that 
failure to comply with the title statute deprived a buyer of the 
status of bona fide purchaser.** 

Interstate problems recur. A Colorado statute requiring 


1955). Cf. UCC § 9-206. See Note, 8 Okla. L. Rev. $47 (1yos). 

148 Walker v. Commercial Nat’l Bank, 217 F.2d 677 (8th Cir. 1954); Walker v. Clinton 
State Bank, 216 F.2d 165 (8th Cir. 1954). Cf. UCC §§ 9-204 (8), 9-205. 

149 Commercial Credit Corp. v. Bosse, 76 Idaho 409, 283 P.2d 987 (1955); Uniform 
Trust Receipts Act § 10, C.P. UCC § 9-306. 

150 In re Frederick Speier Footwear Corp., 129 F.Supp. 484 (D. Conn. 1955). 

151 See text at notes 38-41 supra. 

152 Pacific Finance Corp. v. Foust, 44 Cal.2d 853, 285 P.2d 632 (1955); Heaston v. 
Martinez, 3 Utah 2d 259, 282 P.2d 833 (1955); General Credit, Inc. v. Winchester, Inc., 
196 Va. 711, 85 S.E.2d 201 (1955), 41 Va. L. Rev. 418, 2 Wm. & Mary L. Rev. 155 
(1955). Cf. UCC §§ 2-403 (2), 9-307(1). 

153-Universal Finance Corp. v. Schmid, 177 Kan. 414, 280 P.2d 577 (1955); National 
City Bank v. Del Sordo, 16 N.J. 530, 109 A.2d 631 (1954); Radcliff Finance Co. v. Mc- 
Comas, 283 P.2d 836 (Okla. 1955). Cf. UCC § 9-802 (2) (b). 

154 Perkins v. Martel, 277 S.W.2d 741 (Tex. Civ. App. 1955). 

155 Mellon Nat’l Bank & Trust Co. v. Cabin, 177 Pa. Super. 417, 110 A.2d 888 (1955). 
156 Codding v. Jackson. 287 P.2d 976 (Colo. 1955). 
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dealers to apply “forthwith” for a Colorado certificate upon ac- 
quiring an out-of-state car was held to impose an unconstitu- 
tional burden on interstate commerce.**’ And a Florida statute 
requiring purchasers of out-of-state cars to make inquiry of 
the proper officials in the other state was applied strictly in 
two cases.*** 


Remedies on Default.—The secured party is often required 
to turn square corners in enforcing his security interest. The 
year’s cases provide examples of a lien forfeited by refusal 
of a valid tender,’ of damages awarded for forcible repos- 
session,’ and of loss of the right to recover a deficiency by 
private sale without appraisement.*” But an entruster under 
trust receipts who repossessed improperly and sold to himself at 
private sale was merely required to account for what he had 
taken and for profits made on subsequent sales to third 
parties.*” 

In many states a conditional seller may foreclose by a pro- 
cedure identical or similar to that for chattel mortgages.** 
In Soter v. Snyder“ a divided Utah court joined those states 
by a common-law decision rejecting the view that a conditional 
seller must choose between the goods and the price. Even where 
the election doctrine prvails, it may not be applied to a note 
given as a down payment.** In California, where the election 
doctrine seems to prevail, the court in Bird v. Kenworthy’ 
intimated that it might relieve against forfeiture of the buyer’s 
interest on repossession if the buyer’s payments exceeded the 
seller’s damages; but it ruled that such relief could not be given 
when the payments were less than the rental value. 

157 Jesse M. Chase Casper Co. v. Fugate, 128 F.Supp. 244 (D Colo. 1955). 

158 Clinger v. Reliable Discount Co., 80 So.2@d 606 (Fla. 1955); Vincent v. General Motors 
Acceptance Corp., 75 So.2d 778 (Fla. 1955). 

159 Mitchell v. Hendrickson, 128 F.Supp. $381 (D. Alaska 1955). 

160 Union Motor Co. v. Tait, 276 S.W.2d 690 (Ark. 1955); Kirkwood v. Hickman, 78 
So.2d 351 (Miss. 1955). 

161 Soileau v. Pitre, 79 So2d 628 (La. App. 1955); Farmerville Bank v. Scheen, 76 
So.2d 581 (La. App. 1954). 

162 Taylor v. Quittner, 218 F.2d 549 (9th Cir. 1954). 

163 See, e.g., Williams v. C.1.T. Credit Corp., 91 Ga. App. 725, 87 S.E.2d 126 (1955). 
1643 Utah 2d 28, 277 P.2d 966 (1954), 30 Notre Dame Law, 504 (1955). See Notes, 
83 N.CLL. Rev. 115 (1954); 4 Utah L. Rev. 362 (1955). 

165 Oliver, Wheeler, Thomas Co. v. Boon, 276 S.W.2d 417 (Ark. 1955). 

166 48 Cal. 2d 656, 277 P.2d 1, reversing 265 P.2d 948 (Cal. Dist. Ct. 1954), 1954 Ann. 


Survey Am. L. 512, 30 N.Y.U.L. Rev. 608 (1955), 8 Okla. L. Rev. 81 (1955). Cf. Law 
v. Heiniger, 282 P.2d 607 (Cal. App. Dep’t 1955). 








BANKING DECISIONS 


In this department are published each month all of the important deci- 


sions of the Federal and State Courts involving questions pertaining 
to the law of banking and negotiable instruments. The experiences 
they disclose deserve careful attention and study of bankers, bank 
counsel, the depositor and the bank student seeking advancement. 





Authority to Give Stop Payment Order 
Cannot be Challenged by Bank After 
Accepting Order 


An interesting question has arisen in Kentucky’s high 
court, the question of whether a bank, after accepting a stop 
payment order and then causing damage to its customer by 
overlooking the order and paying checks out of the account, 
can then deny the customer’s authority to have given the order. 
In this case the court answered this question in the negative, 
reasoning that once the bank, with full knowledge of the facts, 
had accepted the order and agreed to conform with it, it could 
not take a different position after failing to observe such order 
and deny the authority of ‘the person issuing the order. 

It appears that the court took this position at least partially 
because the customer had gone to the bank personally and given 
very explicit instructions about the account to the president 
of the bank. However, the opinion is not completely clear 
on whether ‘the court ruled in favor of the customer because he 
in fact had the authority to give the stop order or whether it 
was simply unfair for the bank to accept the order and then 
take an inconsistent position by denying the customer’s au- 
thority to issue it. Harlan National Bank v. Carbon Glow 
Coal Company, Court of Appeals of Kentucky, 289 S.W.2d 
200. The opinion of the court is as follows: 


STANLEY, Comm.—This is an action by the appellee, Carbon Glow 
Coal Company, a corporation, to recover $4,084.33 of the appellant, 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 1462. 
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Harlan National Bank, alleged to have been wrongfully charged to the 
plaintiff’s bank account through failure to stop payment of seven checks, 
aggregating that sum, after receiving specific directions not to pay same. 
Judgment was rendered for $2,552.83 representing three of the checks 
and was denied on the others. The case is here on an appeal and cross- 
appeal. The principal question on the direct appeal is the authority of 
the individual who gave the stop order to do so. The question on the 
cross-appeal is one of an interpretation of the order. 


Walter D. Skidmore had been the executive vice president and 
manager of the coal company and the owner or title holder for his family 
of 12'14,% of its capital stock. Dr. E. M. Howard and Dr. E. J. Johnson 
and their families owned the rest of it. It appears the company was 
losing money in its operations and disagreements had arisen between 
Skidmore and the other men. On October 27, 1953, the Howard- 
Johnson group orally sold their stock to Skidmore, but the transaction 
could not be closed that day. It was agreed to meet on October 29 to 
consummate the deal. In the afternoon of that day payment was made 
and the certificates of stock delivered. During the morning of that day 
Skidmore went in person to the company’s depository, the Harlan 
National Bank, and advised the president of the bank that he had bought 
all the stock of the coal company and instructed the bank to stop pay- 
ment of all checks “as of the 27th of October.” The bank thereupon 
placed the following notation upon the ledger sheet of the coal company’s 
account: “Do not honor any checks issued by Carbon Glow Coal Com- 
pany unless signed by W. D. Skidmore, dated from 10-27-53. Instructed 
on above 10-29-53.” 


Afterward, through oversight of the stop-order, the bank paid the 
seven checks involved in this suit. The three checks aggregating the 
amount of the judgment were dated October 29, 1953. Of those checks for 
which judgment was denied, one for $1,276.05 was dated October 27 and 
the three others, aggregating $287.30, were dated October 21st or 26th. 
The company’s office was in Harlan where Howard lived. Skidmore had 
charge of the mining operations in Letcher County, about 70 miles away. 
Skidmore had never signed any checks of the company drawn on the 
Harlan Bank but had signed checks drawn on other banks. The Harlan 
checks had been signed by Dr. Howard or E. M. Howard, Jr., as treasurer 
and countersigned by Dixon, the bookkeeper. During the negotiations 
for the purchase and sale of the stock, Skidmore was advised of the 
status of the company’s bank account. He had instructed the bank not 
to honor checks after the 27th in order to prevent encroachment or dissi- 
pation of the deposits. It appears that the bank paid 31 checks notwith- 
standing the stop order, but the coal company, through Skidmore, has 
sought to recover on seven checks which he deemed to have been wrong- 
fully drawn for the personal benefit of Howard and Johnson after he 
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had bought their stock and for all practical purposes had acquired all 
the assets of the company. 


The appellant submits that the real controversy is between Skid- 
more and the Howard-Johnson group as it really rests on Skidmore’s 
charge of fraud and deceit in the transaction between them. It does 
seem that the bank has been unfortunately ensnared in such a conflict. 
Nevertheless, the appellant recognizes that a check drawn on a deposi- 
tor’s account is subject to revocation or countermand by the drawer at 
any time before it has been accepted or paid or certified by the drawee 
bank and that a bank pays such a check at its peril where a positive 
and unqualified stop-payment order or instruction has theretofore been 
received. Second National Bank of Paintsville v. Meek Appliance Co., 
Ky., 244 S.W.2d 769. 


The appellant challenges the stop-payment order as having been 
made by Skidmore individually and not with authority of the drawer of 
the checks, i. e., the corporation, in whom rested the power and right 
of revocation and countermand. As stated Skidmore had informed the 
bank that he had bought the stock of the corporation. He was already 
an executive officer and a director of the company. On this occasion he 
assumed to act as its authorized agent for the purpose of stopping pay- 
ment of its checks. It is true, as appellant points out, that our statute 
KRS 274.010 prescribes that title to corporate shares of stock can be 
transferred only by delivery of an endorsed certificate or by delivery 
of the certificate accompanied by a written assignment, and there had 
not at that time been any such transfer. But KRS 271.165 gives the 
purchaser of stock the right to receive a certificate as authentic evidence 
or a symbol of his ownership and interest in the corporation, and a 
failure to issue the certificate cannot affect the stockholder’s right as 
between himself and the corporation where its officers have knowledge of 
the facts. Swaim v. Martin, 302 Ky. 381, 194 S.W.2d 855. We think if 
the date of October 27 be significant, that was when the actual sale 
and purchase of the stock was made, and for all practical purposes 
Skidmore became the owner of all of it or nearly all of it. At least he 
became the equitable owner, Lam v. White, 204 Ky. 557, 264 S.W. 11138, 
although legal title remained in the sellers until a few hours after he 
had instructed the bank not to pay the checks. When they were cleared 
by the bank Skidmore had become the president of the corporation and 
was recognized as such by the bank. Underlying all this is the fact that 
the bank, with full knowledge of the facts, did definitely accept Skid- 
more’s stop order and agree to conform. We concur in the conclusion of 
the circuit court that the bank was thereafter estopped to deny Skid- 
more’s authority to issue the order and from taking a different position 
when it got into trouble by ignoring the order. 2 CJ.S., Agency, 
§ 29(8). 
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The cross-appeal by the coal company from so much of the judgment 
as refused recovery on the four checks dated October 21, 26 and 27 rests 
on the contention that the stop order of the 29th of October referred 
to the time these checks were presented for payment, which was after 
that date, regardless of the dates of the checks. 

Skidmore testified he intended that no check presented after his 
conversation with the president of the bank should be paid, but his 
evidence was that he had used the term “as of the 27th” in reference to 
the countermand. The language of the notation on the bank’s records, 
quoted above, is “dated from” the 27th. 

The time a stop order is given may be of the utmost importance in 
some cases, but such a direction is effective according to its terms. 
Always the notice must be positive and unqualified, and the check or 
checks must be described with reasonable accuracy to enable identifica- 
tion. Kentucky-Farmers Bank v. Staton, 314 Ky. 318, 235 S.W.2d 767; 
Sec. 3704, Zollmann, Banks and Banking; Sec. 194, Volume 5A, Michie, 
Banks and Banking; 7 AmJur., Banks, Sec. 605; 9 C.J.S., Banks and 
Banking, § 344. In the instant case the direction was not to pay any 
check “after the 27th” or “as of the 27th” of October. The only doubt 
about the description relates to the one check which was dated October 
27. In some cases it may be fair and just to resolve a doubt in favor of 
the drawer of a check, but in this case, when all the circumstances are 
considered, the resolution should be the other way. We think the trial 
court properly considered the direction not to have included the check 
or the others dated the 2lst and 26th. 

The judgment is affirmed on the direct and cross-appeals. 

HOGG, J., not sitting. 


Lack of National Bank’s Authority Can be 
Challenged Only by U. S. Government 


In an unusually brief decision the United States Court of 
Appeals in the Fifth Circuit has ruled that only the federal 
government can object to the want of authority of a national 
bank. This decision was based on the prior decision of the 
United States Supreme Court, Thompson v. St. Nicholas Na- 
tional Bank, 146 U.S. 241, and other decisions which indicate 
that the reason for this rule is that it assures the security of 
titles of national banks. In this respect the court pointed out 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 927. 
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that this rule prevents a private person from usurping either 
directly or indirectly, the function of the federal government. 
Noel Estate, Inc. v. Commercial National Bank in Shreveport, 
United States Court of Appeals, Fifth Circuit, 232 F.2d 483. 
The opinion of the court is as follows: 


RIVES, C.Jj.—In the footnote to Connolly v. Commercial Nat. 
Bank in Shreveport, 5 Cir., 189 F.2d 608, we referred to a number of 
the opinions dealing with the long extended litigation between repre- 
sentatives of the stockholders of Commercial National Bank of Shreve- 
port (Old Bank) and the present appellee (New Bank). Now the 
present appellant seeks a declaratory judgment on behalf of itself and 
other stockholders of the Old Bank to the effect that the New Bank 
holds title to 4120 5/6 shares of stock of Continental American Bank 
& Trust Company as trustee for the stockholders of the Old Bank. 

The district court sustained a motion to dismiss for want of jurisdic- 
tion, and in the alternative stated that, if mistaken, the complaint 
should nevertheless be dismissed upon other grounds.’ 

The sole ground asserted for federal jurisdiction is that the matter 
in controversy arises under the laws of the United States. 28 U.S.C.A. 
§ 1331. Specifically, the claim is that, under 12 U.S.C.A. § 24, subd. 7,? 
the New Bank lacked the corporate power to purchase the shares of 
stock of Continental for its own account. 

In the absence of a statute imposing any penalty or forfeiture applic- 
able to the particular transaction, and as to executed contracts, the 


1 Failure to state a claim upon which relief can be granted; res judicata; equitable estoppel; 
and prescription or limitations. 
2“§ 24 Corporate powers of associations 
* * +. . * e 
“Seventh. To exercise by its board of directors or duly authorized officers or agents, 
subject to law, all such incidental powers as shall be necessary to carry on the business 
of banking; by discounting and negotiating promissory notes, drafts, bills of exchange, 
and other evidences of debt; by receiving deposits; by buying and selling exchange, coin, 
and bullion; by loaning money on personal security; and by obtaining, issuing, and 
circulating notes according to the provisions of this chapter. The business of dealing in 
securities and stock by the association shall be limited to purchasing and selling such 
securities and stock without recourse, solely upon the order, and for the account of, 
customers, and in no case for its own account, and the association shall not underwrite 
any issue of securities or stock: Provided, That the association may purchase for its own 
account investment securities under such limitations and restrictions as the Comptroller 
of the Currency may by regulation prescribe. In no event shall the total amount of 
the investment securities of any one obligor or maker, held by the association for its own 
account, exceed at any time 10 per centum of its capital stock actually paid in and 
unimpaired and 10 per centum of its unimpaired surplus fund, except that this limitation 
shall not require any association to dispose of any securities lawfully held by it on 
August 23, 1935. As used in this section the term ‘investment securities’ shall mean 
marketable obligations, evidencing indebtedness of any person, copartnership, association, 
or corporation in the form of bonds, notes and/or debentures commonly known as 
investment securities under such further definition of the term ‘investment securities’ 
as may by regulation be prescribed by the Comptroller of the Currency. Except as 
hereinafter provided or otherwise permitted by law, nothing herein contained shall 
authorize the purchase by the association for its own account of any shares of stock 
of any corporation ”. (Emphasis ours.) 
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Supreme Court has repeatedly held that the United States alone can 
object to the want of authority of a national bank. Thompson v. Saint 
Nicholas Nat. Bank, 146 U.S. 240, 251, 13 S.Ct. 66, 36 L.Ed. 956. “A 
private person cannot, directly or indirectly, usurp the function of the 
government.” National Bank v. Mathews, 98 U.S. 621, 629, 25 L.Ed. 
188. As said by Mr. Justice Hughes in Kerfoot v. Farmers’ & Merchants’ 
Bank, 218 U.S. 281, 287, 31 S.Ct. 14, 15, 54 L.Ed. 1042: “This rule, 
while recognizing the authority of the government to which the cor- 
poration is amenable, has the salutary effect of assuring the security of 
titles and of avoiding the injurious consequences which would otherwise 
result.” 

Appellant pcints out that the sentence emphasized in Footnote 2 
and certain other provisions came into the statute by amendments of 
1933 and 1935, 48 Stat. 184; 49 Stat. 709, after the decisions in the 
cases cited and many like decisions collected in Note 241 to 12 U.S.C.A. 
§ 24. We find nothing, however, in any of the amendments indicating an 
intention to depart from the principle of those cases, or to make such 
transactions subject to attack by persons other than the Government. 
We agree with the district court that the claim under the federal statute 
is “wholly insubstantial and frivolous” and cannot support federal juris- 
diction. Bell v. Hood, 327 U.S. 678, 682, 683, 66 S.Ct. 773, 90 L.Ed. 939. 


The judgment is therefore 
Affirmed. 


Beneficiaries Subrogated to Rights of Bank 
Against Estate 


A decedent assigned three life insurance policies to a bank 
as collateral for a loan. The instruments of assignment con- 
tained a requirement that “any designation or change of bene- 
ficiary or election of a mode of settlement shall be made sub- 
ject to this assignment and to the rights of the Assignee 
hereunder.” After the assignment the decedent changed the 
beneficiaries under these policies naming his two infant daugh- 
ters to receive the insurance proceeds. When the decedent 
died the loan was still outstanding so the insurer paid the bank 
out of part of the proceeds of the policies and turned the bal- 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 499. 
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ance over to decedent’s estate. The guardian of one of the 
daughters then brought suit against the estate demanding re- 
payment of the amount that had been deducted from her share 
of the proceeds to pay off the loan. 

Under these circumstances the court ruled that the bank 
loan created a debt for which the decedent and consequently his 
estate were liable. Since the estate’s obligation was discharged 
by resort to the proceeds of the insurance policies, the bene- 
ficiaries of those policies by general equitable principles were 
subrogated to the bank’s claim against the estate unless the 
decedent manifested a contrary intent. Here no such intent 
was evidenced and the fact that the form of the assignment of 
the insurance company indicated the beneficiaries would take 
subject to the assignment was determinitive only of rights 
between the insurance company and the bank, not of the 
decedent’s estate and the beneficiaries. Walzer v. Walzer, 
Executor, Supreme Court of New York, Appellate Division, 
151 N.Y.S.2d 550. The opinion of the court is as follows: 


BOTEIN, J.—In 1941 Morris Walzer assigned three policies of 
insurance on his life to the Berks County Trust Company of Reading, 
Pennsylvania, as collateral security for a loan. The assignments each 
provided that “any designation or change of beneficiary or election of 
a mode of settlement shall be made subject to this assignment and to 
the rights of the assignee hereunder”. Some years later, using the 
change of beneficiary form provided by the insurance company, he 
designated his two infant daughters as beneficiaries “(s]ubject to prior 
assignment, to Berks County Trust Company dated July 21, 1941”. 

When Walzer died in 1951, the loan from the Berks County Trust 
Company was still unpaid. Pursuant to the assignments, the insurer 
paid the bank the sum owing out of the pnoceeds of the policies and 
turned the balance of the proceeds over to the general guardian of the 
infant daughters. The general guardian then brought his action on 
behalf of an infant daughter against the executor of Walzer’s estate 
for repayment of the amount that had been deducted from her share 
of the insurance proceeds. The executor, contending that the benefici- 
aries were not entitled to look to the estate for reimbursement, moved 
for summary judgment, and, the motion having been granted, plaintiff 
appeals. 

Ordinarily, a loan from a bank creates a debt for which the borrower 
is personally liable, and upon his death, the debt becomes an obligation 
of his estate, Matter of Stafford’s Estate, 278 App.Div. 612, 101 N.YS.2d 
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904; In re O’Meara’s Estate, 193 Misc. 790, 81 N.Y.S.2d 388. If specific 
property has been pledged as collateral security, the bank can satisfy 
its claim from the collateral pledged or make claim directly against the 
estate, In re Jones’ Estate, Sur., 81 N.Y.S.2d 386; In re Reinhold’s 
Estate, Sur., 68 N.Y.S.2d 347. If the estate’s obligation is discharged 
by resort to the proceeds of insurance policies held as collateral, the 
beneficiaries of such policies, by the operation of general equitable prin- 
ciples, are subrogated to the bank’s claim against the estate, and are 
presumptively entitled to reimbursement for the diminished proceeds. 
Friedlander v. Scheer, Sup., 114 N.Y.S.2d 288, affirmed 281 App.Div. 
808, 118 N.Y.S.2d 752; Matter of Stafford’s Estate, supra; Matter of 
Cummings’ Will, 200 Misc. 467, 105 N.Y.S.2d 104. 

The only exception to this general rule is where the decedent has 
clearly manifested a specific intention to have the debt satisfied solely 
from the security, freeing his estate from any obligation to repay the 
loan. Thus, when an insurance company lends money on its policies, 
§ 155, subd. 1(g) of the Insurance Law specifies that the policy shall 
be the “sole security” for advances thereon by the insurer, so that the 
insurance company may not look to the general assets of the estate, and 
the beneficiary has no right of subrogation. Wagner v. Thieriot, 203 
App.Div. 757, 197 N.Y.S. 560, affirmed 236 N.Y. 588, 142 N.E. 295; 
Matter of Hayes’ Will, 252 N.Y. 148, 169 N.E. 120. When the loan is 
from a bank, however, the bank is not so restricted, for it takes the 
policies as “collateral security”, and, as pointed out in Chamberlin v. 
First Trust & Deposit Co., 172 Misc. 472, 15 N.Y.S.2d 168, collateral 
security means security additional to, rather than in lieu of, the personal 
obligation of the borrower. Cf. Barbin v. Moore, 85 N.H. 362, 159 A. 409, 
415, 83 A.L.R. 62, 73. In the absence of a clear and unequivocal showing to 
the contrary, the presumption is in favor of the right of subrogation, and 
only by facts affirmatively indicating the decedent’s intention to make 
the policies the exclusive source of repayment is the presumption over- 
come, Matter of Cummings’ Will, supra; Matter of Van Hoesen’s Will, 
192 Misc. 689, 693, 81 N.Y.S.2d 392, 396. 

The executor argues that the designation of the beneficiaries to take 
the policy proceeds “subject to prior assignment” overcomes this pre- 
sumption, and evidences as a matter of law a clear intention to restrict 
the beneficiaries to the net policy proceeds. He contends, in effect, that 
the use of this language is so conclusive as to preclude resort to evi- 
dence which plaintiff could offer to show that the decedent at the time 
of the assignment stated that he intended the beneficiaries of the policy 
to receive the full proceeds, undiminished by the debt owing to the 
bank. The executor relies primarily on the cases of Matter of Kelley’s 
Estate, 251 App.Div. 847, 296 N.Y.S. 923; Friedlander v. Scheer, 
supra; and Matter of Kelekian, Surrogate’s Court, New York County, 
N.Y.L.J. 6/17/52, p. 2417, affirmed without opinion 281 App.Div. 877, 
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120 N.Y.S.2d 530. The Scheer case [114 N.Y.S.2d 290] was markedly 
different from this, since the bank was designated as primary beneficiary 
and the “ ‘balance if any’” was payable to the secondary beneficiary. 
In the Kelley and Kelekian cases, while language similar to that em- 
ployed here was used, they were decided by reference to the over-all 
plan of the decedent as evidenced by all the arrangements theretofore 
made. 

The use of the quoted phrase has not been deemed conclusive in 
and of itself on the question of the beneficiaries’ rights against the 
estate, Matter of Van Hoesen’s Will, supra; Estate of Cordier, Surro- 
gate’s Court, New York County, 145 N.Y.S.2d 855. No one phrase can 
be taken as the sole touchstone of intent—that intent must be distilled 
from a study of the decedent’s entire scheme for disposal of his estate 
as set forth in all the documents, and, if ambiguity persists, in evidence 
beyond the documents. 

The designated beneficiaries, with or without the subordinating 
language, would take “subject to prior assignment” to the lending bank. 
Rights accorded to the bank, however, would not be dispositive of the 
rights of the beneficiaries as against the estate, Chamberlin v. First Trust 
& Deposit Co., supra, 172 Misc. at page 475, 15 N.Y.S.2d at page 170; 
Matter of Blackman’s Estate, 188 Misc. 390, 68 N.Y.S.2d 550. Clearly, 
the subordinating language was not deliberately selected by the decedent 
with a view to settling rights between his beneficiaries and his estate. 
It was qontained in a form provided by the insurance company, and was 
necessary to implement the requirement in the instrument of assignment 
that “any designation or change of beneficiary or election of a mode of 
settlement shall be made subject to this assignment and to the rights 
of the Assignee hereunder”. The forms were furnished to clarify 
the rights and responsibilities of the insurance company and the bank. 
Those institutions have no interest in whether the beneficiaries are to 
be permitted to recoup from the estate, and “The beneficiary has no 
interest in the form provided in the policy for assigning it, that being a 
provision inserted for the benefit of the company. ...” Davis v. 
Modern Industrial Bank, 279 N.Y. 405, 410, 18 N.E.2d 639, 641, 135 
A.L.R. 1035. 

Even if it be argued that the insured adopted the language of the 
forms, they contain provisions which indicate that the policy proceeds 
were not to be considered the exclusive source of repayment of the 
loan. It was specified that the assignment would be security not only 
for the existing liability of the insured, but for liability thereafter arising, 
which future liability might exceed the value of the policy. To make 
it plain that the bank was not restricted solely to the policy, it was 
explicitly provided that it could take other security, and that it could 
exercise any right given by the instrument of assignment at its option 
without affecting the liability of the insured. A provision that the bank 
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“may” apply the policy proceeds to the liabilities was a further recognition 
that it had a choice, and that it could proceed directly against the estate 
if it chose so to do. 

The bank having been given the option to seek repayment either 
from the policy proceeds or the general assets of the estate, the executor 
could not have complained had the bank chosen not to exercise its rights 
against the security, Chamberlin v. First Trust & Deposit Co., supra. 
Having done otherwise, the ultimate result should be no different. The 
rights of the beneficiaries are not to be enlarged or diminished according 
to the whim or convenience of the assignee. If the bank had a right to 
proceed directly against the estate, and did not exercise that right, then 
the beneficiaries should be permitted to be subrogated to that right. 
There is no clear-cut direction to the contrary—at the very least there is 
such an ambiguity that extrinsic evidence of intent should be permitted. 
The order granting the defendant’s motion for summary judgment and 
dismissing the araended and supplemental complaint should be reversed 
and the motion denied. 

Order reversed with $20 costs and disbursements to the appellant 
and the motion denied. Order filed. 

All concur except BREITEL, J., who dissents and votes to affirm in 
a dissenting opinion. 

BREITEL, Justice (dissenting) 


In this action the designated beneficiaries of three assigned life insur- 
ance policies seek reimbursement from the estate of the insured for the 
amount of the bank loan collected out of the policies. Sometime after 
the loan had been made, the beneficiaries were designated as such, but 
expressly subject to the security assignment in favor of the bank.! The 
issue is whether the designated beneficiaries are subrogated to the right 
of the creditor-bank and entitled to be reimbursed for the amount of the 
loan from the estate. 

The question arises on the granting of a motion for summary judg- 
ment in favor of the defendant-executor, from which one of the plain- 
tiff-beneficiaries appeals. The parties stipulated at Special Term that 
the beneficiaries could obtain and submit affidavits that, from time to 
time, the deceased insured had stated “that it was his intention that the 
primary obligation to repay the loan . . . should be borne by his 
estate and that the funds of his estate should be the primary source from 
which the said debt should be paid and that the beneficiaries . . . should 
receive the full amount . . . undiminished by the amount of the said 
debt.” 

Concededly, parol evidence would be admissible if the documents 


1 The policies had an aggregate face value of $835,000, and had been issued in 1925 
and 1988. The bank loan was for $20,100, and it was made in 1941. The change in 
beneficiaries was effected in 1949. Insured died in 1951. 
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manifesting the insured’s intention were ambiguous. There is neither 
such ambiguity, nor competent parol evidence proffered, however, and 
the motion was properly granted and the order should be affirmed. 

Cases have arisen in which life insurance policies assigned as collateral 
security for a debt have posed the question whether the beneficiary, upon 
payment of the debt out of the proceeds of the policy, could obtain reim- 
bursement from the estate. The rule has crystallized into rather simple 
form. It is that, if the assignee-creditor is named as the primary bene- 
ficiary and another is named as the secondary beneficiary, or the latter 
is named subject to the assignment in favor of the creditor, the second- 
ary or designated beneficiary not only takes subject to the assignment, 
but there is no right of reimbursement from the estate. Twice, very 
recently, this court affirmed that rule, Friedlander v. Scheer, 281 App. 
Div. 808, 118 N.Y.S.2d 752, affirming Sup., 114 N.Y.S.2d 288; Matter 
of Kelekian, 281 App.Div. 877, 120 N.Y.S.2d 530. In so holding neither 
the courts below nor this court made any precious distinctions among 
the forms of words used in designating the beneficiary. Nor did the 
authorities upon which these decisions were based, Wagner v. Thieriot, 
203 App.Div. 757, 197 N.Y.S. 560, affirmed 236 N.Y. 588, 142 N.E. 
295; Chamberlin v. First Trust & Deposit Co., 172 Misc. 472, 15 N.Y. 
S$.2d 168; Matter of Van Hoesen’s Will, 192 Misc. 689, 81 N.Y.S.2d 
$92; Matter of Cummings’ Will, 200 Misc. 467, 105 N.Y.S.2d 104; 
Matter of Kelley’s Estate, 160 Misc. 421 289 N.Y.S. 1079, affirmed 251 
App.Div. 847, 296 N.Y.S. 923, leave to appeal denied 276 N.Y. 689. 
The effective act is the designation of the creditor as a primary benefi- 
ciary, or the making of a new designation of beneficiary subject to the 
assignment. Where there is no such designation or change, a different 
intention is manifested. See discussion in Friedlander v. Scheer, Sup., 
114 N.Y.S.2d 288, supra. 

True it is, that the basis for the rule is the manifested intention of the 
decedent insured, as stated in the cases. But, it is the intention mani- 
fested in documents effecting either the assignment of the policy or the 
designation of the beneficiaries under the policy, and not in parol evi- 
dence, wholly oral in content and origin, with respect to transactions 
that allegedly occurred in the lifetime of the deceased. For, involved is 
a contract, and, when there are integrated writings, the question of mani- 
fested intention is always resolved by what the parties wrote. Raleigh 
Associates, Inc., v. Henry, 302 N.Y. 467, 473, 99 N.E.2d 289, 291; 
Mencher v. Weiss, 306 N.Y. 1, 7, 114 N.E.2d 177, 180. Thus, in the 
Mencher case, the Court of Appeals quoted with approval from Judge 
Learned Hand: 


“*“A contract has, strictly speaking, nothing to do with the 
personal, or individual, intent of the parties. A contract is an 
obligation attached by the mere force of law to certain acts of 
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the parties, usually words, which ordinarily accompany and 
represent a known intent. If, however, it were proved by 
twenty bishops that either party, when he used the words, in- 
tended something else than the usual meaning which the law 
imposes upon them, he would still be held, unless there was 
some mutual mistake or something else of the sort.”’” 306 N.Y. 
at pages 7—8, 114 N.E.2d at page 181. 


It is immaterial whether the documents signed by the insured were 
prepared by the bank from which he borrowed, or the insurance com- 
pany, or whether he drafted the documents himself. The test is what 
did the documents provide. It is clear that if a policy of life insurance 
is assigned as collateral for a debt without changing the beneficiary, then 
the primary obligation for the debt is that of the estate of the insured, 
and, in the event the creditor collects out of the policy, subrogation re- 
sults and a right to collect from the estate descends to the beneficiary. 
Matter of Stafford’s Estate, 278 App.Div. 612, 101 N.Y.S.2d 904; Matter 
of Cummings’ Will, supra; Matter of Van Hoesen’s Will, supra; Matter 
of Kelley’s Estate, supra; Chamberlin v. First Trust & Deposit Co., 
supra. But where, at the time of the assignment, or later, a change is 
made in the beneficiaries and the creditor is made the primary beneficiary 
or the designation of the beneficiary is made subject to the assignment, 
then the courts have uniformly held that the secondary or designated 
beneficiary is vested only with the equity in the policy. Friedlander v. 
Scheer, supra; Matter of Kelekian, supra; Chamberlin v. First Trust & 
Deposit Co., supra; Matter of Kelley’s Estate, supra.” 

There is no resulting ambiguity in the language used, for to take sub- 
ject to the primary beneficiary or the assignment is to take the policy 
subject to payment of the debt which is a change on the policy, not only 
as between the creditor and the beneficiary, but as between the benefici- 
ary and the estate. Whether words like the ““balance if any’” are used, 
as with the situation in the Friedlander case, supra [114 N.Y.S.2d 290], 
makes no difference. Nor does it make a difference that, as in Matter of 
Kelley’s Estate, supra, the designation of the beneficiary was made sub- 
ject to the assignment, rather than to provide, in so many words, primary 
and secondary beneficiaries. In either event, the secondary or designated 
beneficiary takes what remains of the equity—it may be all of the face 
value, if the insured pays off the debt in his lifetime, or it may be what 
remains, if he does not. Again, the construction is quite different when 
the policy is assigned as collateral security, but there is no simultaneous 
or subsequent change of beneficiary. 


2In accord: Taylor v. Southern Bank & Trust Co., 227 Ala. 565, So. 357; Allen v. 
Home Nat. Bank, 120 Conn. 306, 180 A. 498; Katz v. Ohio Nat. Bank, 127 Ohio St. 
581, 191 N.E. 782; Farracy v. Perry, Tex.Civ.App., 12 S.W.2d 651. See esp. Killingsworth 
v. Rembert Nat. Bank, Tex.Civ.App., 19 S.W.2d 802, affirmed Tex.Com.App., 32 S.W.2d 
645. 
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Language in the Chamberlin case, supra, is so apt to the circum- 
stances here that it merits quotation. In that case it was held that the 
estate was primarily liable, but the court pointed out how a beneficiary 
named in the policy might be reduced to only a secondary interest. This 
is what the court said: 


“If then the insured pledged these policies for security ad- 
ditional to the primary obligation which was his promise to pay, 
and if it be held that the collateral could not be used unless and 
until there was a default in performing the primary obligation, 
it follows that the primary fund from which the note should be 
paid, was his estate, in the absence of a clear and unequivocal 
direction to the contrary. I do not think that the mere assign- 
ment of the policies in this case constituted a direction to the 
insurance company to pay the note to the lender trust company. 
Chamberlin could very easily have accomplished that had he so 
desired. He could have made the lender trust company the 
beneficiary of the policies. He could have indicated in some 
way that the insurance money should be the primary fund from 
which the note was to be paid. He could have revoked the des- 
ignation of his wife as beneficiary and redesignated her the 
beneficiary of the policies subject to the assignments, thereby 


diminishing her interest in the policies pro tanto, in which case, as 
was held in Matter of Kelley’s Estate, 251 App.Div. 847, 296 
N.Y.S. 923, the lender trust company would have been con- 
stituted the primary beneficiary and the wife, the secondary 
beneficiary.” 172 Misc. 472, at pages 475—476, 15 N.Y.S.2d 
168, at page 171. 


The alternatives suggested were exactly what were utilized in this case. 

This is no strained or unnatural construction. When one makes a 
gift of any asset—stock, bond or physical property—and states that it 
is subject to a specified charge or lien, the common understanding is that 
the donee takes with the obligation of discharging the burden. And life 
insurance is not peculiarly different, especially in these days of planned 
liquidation of debts out of life insurance proceeds. Nor does borrowing 
from a bank rather than the insurance company change the effect in the 
light of the lower interest rates charged by banks as compared with the 
loan interest rates specified in policies.’ 

Moreover, the rule is not extraordinary and is in accord with the 
pattern which prevails in the devolution of assets in an estate. Under 
It is not without significance, although it is immaterial to the question of law, that 
the insured in this case did not reduce the amount of the loan from the bank for 
the ten years that elapsed from the time he made the loan in 1941 until he died in 1951. 
Moreover, the insured changed the beneficiary designation and made it subject to the 


“oe in 1949, eight years after the making of the loan and just two years before 
e died. 
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the old common law rule a legatee who took an asset burdened with a 
debt was entitled to receive his legacy free of debt, and could look 
to the estate for reimbursement. The common law rule never had a 
firm position in this state and its application remained for many years in 
doubt, and very much criticized (Note, 16 St. John’s L.Rev. 160; Note, 
40 Harv.L.Rev. 630; Atkinson on Wills [2d ed.] pp. 706 et seq.). But 
the law has now been made very specific in this state by statute. Sec- 
tion 20 of the Decedent Estate Law provides as follows: 


“Where personal property subject to any lien, mortgage or 
pledge is specifically bequeathed by will, the legatee must satisfy 
the lien, mortgage or pledge out of his own property without 
resorting to the executors of his testator unless there be in 
the will of such testator a direction, expressly or by necessary 
implication, that such mortgage, lien or pledge be otherwise 
paid. Where such personal property specifically bequeathed 
has been made subject to any lien, mortgage or pledge with other 
personal property, the specifically bequeathed property shall bear 
its proportionate share of the total lien, mortgage or pledge.” 
(Emphasis supplied.) 


This statute was enacted to conform the personal property rule to 
section 250 of the Real Property Law. 

The policy expressed by the statutes and cases recognizes, realistically, 
that a testator or an insured may have a primary interest in his residuary 
legatees rather than in a specific legatee or a designated or secondary 
beneficiary in a life insurance policy. The application of that policy, the 
cases show, is not far-fetched. In the Friedlander case, supra, it was the 
insured’s incompetent wife and his mother, rather than his allegedly 
affianced friend who benefited from the construction. In the Kelekian 
case, supra, trustees for the benefit of two children were entitled to the 
residue of the estate, while the designated secondary beneficiary was 
one of those children, but an incompetent, confined to an institution. 


In this case the record does not reveal who is entitled to the residue of 
the estate, but it is significant that the general guardian who sues on 
behalf of the infant beneficiary was originally the primary beneficiary of 
the policy, and was displaced by the designation of the children. Thus, 
the subordination of a beneficiary does not reflect necessarily, or even in 
likelihood, a primary interest in the creditor, but perhaps in the insured’s 
legatees. In any event, it is undesirable to speculate beyond the docu- 
mentation provided by the insured and open ‘the door to parol evidence 
of alleged conversations with a dead man. Incidentally, on this motion 
the beneficiaries proffer only such parol evidence, and speak not of dis- 
positive plans or other circumstances disclosing intention. Not that that 
should make any difference in result. 





912 THE BANKING LAW JOURNAL 


A contrary view not only unsettles the rule with respect to life insur- 
ance policies, but it does violence to the parol evidence rule. For, even 
where there is ambiguity in written contracts, it is not resolved by oral 
expressions of intention expressed unilaterally. United States Printing 
& Lithograph Co. v. Powers, 233 N.Y. 148, 158—159, 135 N.E. 225, 229; 
9 Wigmore on Evidence, 3rd Ed. § § 2466, 2472, esp. at p. 238. And the 
effect here is graver, for the door is opened to parol evidence of a dead 
man’s orally expressed intention. See Hall v. Mutual Life Ins. Co. of 
New York, 282 App.Div. 203, esp. at page 210, 122 N.Y.S.2d 239, at 
page 245, affirmed 306 N.Y. 909, 119 N.E.2d 598. Moreover, we are 
not dealing here with an ambulatory will which speaks as of the time of 
the death, but a contractual instrument that speaks of its own date. 

What undoubtedly has engendered confusion with respect to policies 
of life insurance assigned as collateral security for debts is the provision 
of the Insurance Law, § 155, subd. 1(g) requiring that the company look 
to the assignment or pledge of the policy as the sole security for the debt. 
See Wagner v. Thieriot, supra, 203 App.Div. at page 761, 197 N.YS. 
at page 563. The statute suggested, therefore, a special treatment of 
policies assigned to the insurer to secure a loan from it. But this distinc- 
tion in the insurer-insured situation does not stem from the form of as- 
signment or designation of beneficiaries. In either event when an as- 
signee-creditor, whether the insurer or not, is designated as the primary 
beneficiary, or the named beneficiary is described as taking subject to 
the rights of the assignee, all that the secondary or named beneficiary 
receives is the equity in the policy. It is the fact of this designation of 
the creditor as a primary beneficiary, or of the beneficiary taking subject 
to the assignment, which the courts have held manifests an unambiguous 
intention to have the debt paid out of the policy and cut off the bene- 
ficiary’s right of subrogation. Friedlander v. Scheer, supra; Matter of 
Kelley’s Estate, supra. It is a gratuitous inversion of the “presumption” 
that follows from such designation to hold that there must be more to 
show an intention to so limit the beneficiary’s rights. Indeed, there is in- 
volved no “presumption” but an intention completely manifest in 
writing. 

Of course, the creditor may look either to the estate or to the assigned 
policy for payment; but this does not give the right to the creditor to en- 
large or decrease the interest of the beneficiary. Concomitant with the 
enactment of statutes like section 250 of the Real Property Law and 
section 20 of the Decedent Estate Law, it has been held that the devisee 
or legatee of property takes subject to the liens or other charges on the 
property, and those charges and liens would not be escaped because the 
estate has, in the first instance, made payment of the amounts due under 
the lien or charge. Matter of Beaudry’s Estate, 206 Misc. 749, 134 
N.Y.S.2d 893. Cf. Matter of Black’s Estate, 293 N.Y. 85, 56 N.Y.S.2d 
44; Matter of Burrows’ Estate, 288 N.Y. 540, 29 N.E.2d 77; Mutual 
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Life Ins. Co. of New York v. Weil, 278 App.Div. 238, 104 N.Y.S.2d 
169; affirmed 304 N.Y. 569, 107 N.E.2d 72; see also 46 C.J.S., Insur- 
ance, § 1169, pp. 51-52. The same rule perforce applies to a beneficiary 
who receives a life insurance policy subject to the debt charged on it. 
Thus, the fact that the estate might have paid off the debt on the policy 
would not change the incidence of obligation. 

Accordingly, I dissent and vote to affirm the order granting defendant 
summary judgment. 


Payment by Liquidator to Bank Not a 
Voidable Preference 


A factoring agreement between a plumbing and heating 
store and its bank gave the latter a lien upon the store’s assets. 
After several payments on the loan which the bank had from 
time to time extended, it was determined the security for the 
loan was insufficient under terms of the factoring agreement 
so the bank appointed a trustee to liquidate the business. This 
was done in August 1950 and by December 6th of that year 
enough assets had been sold to pay the balance due the bank 
which the liquidating trustee did by means of two checks. The 
store did not resume business and on February 27, 1951 three 
of its creditors petitioned it into bankruptcy. 


The trustee in bankruptcy claimed the bank had received 
a voidable preference because the payment to it on December 
6th was within four months of the bankruptcy. The court 
ruled that the bank had not received a voidable preference, 
however, because even though the funds collected from the 
sale of part of the business were not physically paid over to the 
bank until December, they were in fact the bank’s funds and 
the liquidating trustee was in effect the bank’s agent. These 
funds were not subject to the claims of any of the store’s 
creditors and their transfer to the bank was a mere bookkeeping 
operation. Perkins v. Lakeport National Bank, United States 


NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 142. 
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District Court, District of New Hampshire, 139 F.Supp. 898. 
The opinion of the court is as follows: 


CONNOR, D.J.—Action by the trustee in bankruptcy of Eben S. 
Upton Co., Inc. against the Lakeport National Bank to recover an 
alleged preferential transfer, under Section 60 of the Bankruptcy Act, 
11 U.S.C.A. § 96. 


The essential facts are not in dispute and are as follows: On August 
22, 1949, the bankrupt, a corporation engaged in the plumbing and 
heating business and operating a store in Meredith, New Hampshire, 
obtained a loan in the amount of $11,000 from the defendant. In order 
to secure this advance, the parties executed a factor’s lien agreement 
as authorized by and in accordance with Chapter 161 of New Hampshire 
Laws of 1943, as amended. The provisions of law regarding notice were 
complied with. After giving effect to several payments on the loan, 
there remained a balance in the sum of $9,873.63 as of the time the 
bank asserted possession. The bank decided to enforce its lien when it 
appeared that its margin of security was less than that specified in 
the agreement. It was the understanding of the bankrupt and of the 
bank that the bank’s lien extended to all the bankrupt’s property, and 
the bankrupt turned over the keys of the business establishment to an 
officer of the bank. On August 29, 1950, the bank by indenture ap- 
pointed one Lamprey as its agent and trustee “to conduct an immediate 
sale of such articles and property of Eben S. Upton Co., Inc., subject 
to the said factoring agreement, including .. . the right to sell . . . said 
property at public or private sale .. . and apply the proceeds ... to the 
payment of the indebtedness. .. .” Appropriate notices were posted in 
the town hall and on the bankrupt’s premises, conformably with the 
requirements of law. 


In discharge of his undertaking, Lamprey took possession of the 
bankrupt’s store, erected a sign to the effect that a closing-out sale was 
being conducted, and proceeded to liquidate. Two of the principal 
officers of the bankrupt were present during the liquidation and assisted 
Lamprey. The proceeds of the daily operation were deposited in a 
special account in his name as “Trustee for the Lakeport National Bank.” 
Current expenses were met and detailed records of all transactions were 
kept. By December 6, 1950, sufficient funds had been accumulated 
to meet the outstanding balance, and Lamprey drew two checks in favor 
of the bank for the balance due and interest to date. Thereupon the 
bank discharged him of his trusteeship. The bankrupt never resumed 
operation, and on February 27, 1951, three creditors petitioned it into 
bankruptcy, adjudication following shortly thereafter. 

.The plaintiff concedes that a valid lien was created on the 
articles specifically mentioned in the factoring agreement, but contends 
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that such assets as accounts receivable, bottled gas deposit, equipment 
and certain merchandise which were liquidated by Lamprey were not 
subject to the lien. It is urged that the transfer of the proceeds from 
the liquidation of such assets, in the amount of $8,809.65, was a voidable 
preference, and that such transfer was not perfected until Lamprey 
transferred the accumulated funds to the bank on December 6, 1950, 
which was within the four months period. 

The defendant contends that the accounts receivable were subject 
to the lien and that the plaintiff has not sustained the burden of 
establishing that the bank’s action had the effect of depleting the 
estate. 

The paramount issue is to what extent the lien comprehended the 
assets of the bankrupt, and particularly whether the accounts receivable 
were included. The lien agreement leaves much to be desired in the 
‘way of draftsmanship, but it is my view and I so find that the instru- 
ment fairly construed warrants the conclusion that it was the intention 
of the parties that a lien be created on the accounts receivable. 

The secondary question in respect to this item is whether the refer- 
ence in the lien agreement included the proceeds resulting from the sale 
of merchandise which was not subject to the lien. The intention of 
the parties must be sought from the language of the instrument, and 
while the reference in the context is in a measure ambiguous, due regard 


must be given to the employment of the descriptive term “all” which 
is found at least twice in the lien itself and once in the posted notice. I 
conclude therefore that all accounts receivable were subject to the 
lien. 


The lien covered fresh stock of the bankrupt’s start in business, 
and the reference therein to accounts receivable was of those in futuro. 
To acquire a legal lien on these accounts required compliance with Section 
5, Chapter 161 of the New Hampshire Laws of 1943, as amended. It 
appears that the bank notified the account debtors, thus validating 
the lien. Hence the lien was perfected more than four months prior 
to the filing of the bankruptcy petition. 

The contention of the plaintiff is that the transfer by Lamprey on 
December 6, 1950, of the accumulated funds created a preference. 
Lamprey was acting as agent for the bank, and whatever funds he 
acquired he deposited in the bank under his name as trustee. The 
funds were the bank’s funds, not subject to attachment by the bank- 
rupt’s creditors. The fact that these accumulated funds were trans- 
ferred to the bank within the four-month period was nothing more than 
a bookkeeping transaction and affected in no way the title of the funds 
in the first instance. 

There yet remains for consideration Lamprey’s disposition of certain 
items within the four-month period while he was still in possession. 
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These are bottled gas deposit in the sum of $2,060.20, the sale of an 
adding machine for the sum of $65, the collection of a $10 rebate from 
the White Mountain Power Co., a total of $2,135.20. 

To constitute a preference, the essential inquiry is—was the estate 
depleted? Lamprey covered the foregoing items into his account in 
carrying out his directive to reduce the indebtedness owed to the bank. 
The assets of the estate include certain accounts receivable which were 
available to the bank under its lien agreement, but collection of which 
has not been undeitaken. The sum total of these is not clear. Lamprey 
testified that they were in the amount of $3,045.52, while the schedules 
of the bankrupt reveal the amount to be $1,997.74, but the latter figure 
will suffice for the purpose of determining this issue. Additionally, it 
has been established through an appraisal authorized by the Bankruptcy 
Court that the wholesale value of the remaining merchandise is in the 
sum of $1,754.63, 75% of which was concededly covered by the lien. 
In the light of the foregoing, I find that the estate has not been depleted. 

Accordingly, judgment for the defendant will be entered. 





Bank Did Not Receive Voidable Preference 
Where Insolvency of Debtor Was Unknown 


A federal district court in Massachusetts has decided a very 
interesting voidable preference case involving a bank. The 
issue in the case was whether or not a bank knew of or should 
have been put on inquiry about the insolvency of one of its cus- 
tomers, a construction company which became bankrupt in 
December 1952. If the bank had been aware of the insolvency 
or circumstances were such that it should have inquired about 
the company’s financial position, then money paid to it on cer- 
tain unsecured notes just prior to bankruptcy would have con- 
stituted a voidable preference under the Bankruptcy Act and 
would have to be returned to the company’s trustee in bank- 
ruptcy. 


In deciding for the bank the court made the following rulings: 
NOTE—For similar decisions see B. L. J. Digest (Fifth Edition) § 142. 
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1. A bank officer’s knowledge that the company was in finan- 
cial difficulties in itself was not enough to show the bank should 
have known the company was insolvent. 

2. Knowledge that the company was short of cash was not in 
itself grounds for suspecting insolvency. 

8. A single trustee attachment against the bank in respect to 
the company was not sufficient reason for putting the bank on 
inquiry. 

4. A mere suspicion that the corporation was insolvent was 
not sufficient to put the bank on inquiry. 


It should be noted that even though the findings of the 
court would appear to give a creditor considerable leeway in 
overlooking or ignoring indications of their debtors’ financial 
difficulties, such findings should be read only in context and 
applied only to the facts as they were presented to the court 
in this case. Similar facts in a slightly different situation or 
the same facts before another court might be construed as 
adequate to have put the bank on inquiry. Salter v. Guaranty 
Trust Company of Waltham, United States District Court, 
District of Massachusetts, 140 F.Supp. 111. The opinion of 
the court is as follows: 


FORD, D.J.—This is an action by the trustee in bankruptcy of 
Fayne Construction Co., Inc., adjudicated a bankrupt on March 10, 
1953, to recover an alleged preference. Plaintiff seeks to recover a total 
of $13,000 paid by bankrupt to the defendant bank on various dates 
between December 8, 1952 and December 26, 1952. 


The bankrupt corporation, organized in June 1951, had a place of 
business in Boston and was engaged in remodeling kitchens and bath- 
rooms. It began to do business with defendant bank in January 1952, 
opening a checking account and borrowing money from time to time on 
notes. Fayne, the president and treasurer of the bankrupt, had been 
introduced to Morrison, then vice-president and treasurer of the bank, 
by one Sundell, who did accounting work for both the bankrupt and 
the bank. During this period two financial statements of Fayne Con- 
struction Co., Inc., prepared by Sundell, were submitted to Morrison. 
The first showed the company as making a net profit for the six months 
ending December 31, 1951, of $3,991 and for the year ending June 30, 
1952, of $91. 


Between January 24, 1952 and December 5, 1952, the bank made 
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ten loans to the corporation, some of these, however, being renewals of 
notes not paid when originally due. Each note was endorsed individually 
by Fayne and one Howard, the other principal officer and stockholder of 
the corporation. This was done as a part of the bank’s normal procedure 
of requiring such individual endorsements for its own greater security. 


The transactions during December 1952 must be set forth in detail 
since this is the critical period. As of December 1 there were outstand- 
ing several notes of the corporation to the bank which were paid off 
during the month. These were a note for $5,000 due December 1, a 
note for $5,000 due December 17 which was a renewal of a note originally 
due on August 18, and a $3,000 balance on a note for $5,000 due October 
27, $2,000 having been paid on account on November 10. On December 
5 a renewal note was given for this $3,000 balance. This new note was 
due on December 29. 


On December 8 a payment of $2,000 was made on the note due 
December 1 by means of a check on bankrupt’s account with the 
National Shawmut Bank. On December 11 the remaining $3,000 due on 
this note was paid, and $4,000 paid on the note due December 17, these 
payments being made by check on the corporation’s account with defen- 
dant. On December 12 the remainder, $1,000, due on the December 17 
note, was paid and $1,500 was paid on the renewal note due December 
29, these likewise being by check on the account with defendant. The 
balance of $1,500 on the December 29 note was paid in two instalments, 
$600 in cash on December 15 and $900 on December 26, there being no 
evidence as to whether this last payment was by cash or check. 


Around the middle of November 1952 the bankrupt’s average check- 
ing balance with defendant dropped from an average of over $3,000 
to an average of less than $1,000. Defendant’s records show the account 
overdrawn on several dates in December, in the amount of $408.09 on 
December 4, $249.34 on December 8, and $471.44 on December 11. In 
each case deposits were made on the following day sufficient to cover the 
overdraft. On two other days the account was shown as overdrawn in 
the course of the day’s transactions, but showed a black balance on the 
final entry for the day. During December deposits to the account 
totaled $13,582.49. The final deposit was made on December 15. The 
account was finally closed on December 22. 


Three trustee writs in actions brought against Fayne Construction 
Co., Inc., by suppliers of materials were served on the bank on December 
12, December 17, and December 18. Morrison never called Fayne to 
inquire as to the circumstances of these trustee writs. The bank’s 
answers to these writs were signed by Morrison. 


On December 17, 1952, the Fayne Construction Co., Inc., made an 
assignment for the benefit of creditors. Notices of a trustee’s sale under 
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the assignment were published in a Boston newspaper on December 21 
and 22 and the sale was held on December 23. Morrison testified that 
he did not know of this assignment at the time and the newspaper notices 
came to his attention only around the first of January. 

Both Fayne and Morrison testified that Fayne never informed 
Morrison of the precarious financial position of the corporation. Morri- 
son called Fayne several times in regard to overdue notes. Fayne’s ex- 
planation to Morrison was that he could not pay at the time but would 
pay when he received his payment on various contracts when he had 
completed the work. He said he had $15,000 to $20,000 coming in on 
such work. Morrison knew that the bankrupt corporation undertook 
jobs under FHA loans, where the financing bank established a credit 
for the property owner and paid the contractor when the work was com- 
pleted and a proper certificate of completion executed. In fact, some 
of these contracts had been financed by defendant bank. It appears 
also from a notation in Morrison’s notes on this account that he was 
aware that the corporation also had contracts financed by the National 
Shawmut Bank, and that it also had an account in that bank. 


An accountant who examined the books of the bankrupt corporation 
testified that on December 17, 1952, the books showed an excess of 
liabilities over assets. A like excess was shown by examination of the 
books as of October 21, 1952. There are 81 general creditors of the 


bankrupt whose claims total over $43,000 and who have not been paid 
in full. 


The essential issue here is whether Morrison, who represented the 
bank in its dealings with the bankrupt, in the light of the facts known 
to him, had, at the time any or all of these payments were made to the 
bank, reasonable cause to believe the debtor was insolvent. Bankruptcy 
Act § 60, sub. b, 11 U.S.C.A. § 96, sub. b. On the evidence it cannot 
be found that Morrison had any actual knowledge of the debtor’s in- 
solvency. It is the contention of the trustee, however, that on the facts 
known to Morrison, there was reasonable cause for a prudent business 
man to believe the debtor insolvent or at least to lead him to make 
such further inquiry into debtor’s affairs as would have revealed its 
insolvency. 

While numerous cases have been cited by both sides, it is evident 
that the decision of this question in each case must be determined largely 
by the facts of that particular case. Here there can be no doubt that 
Morrison knew or should have known that the bankrupt was in financial 
difficulties, but this is not necessarily enough to show that Morrison 
should have known that the corporation was insolvent. The failure to 
pay loans when they were due, the falling off of the corporation’s balance 
in its account with the defendant showed that the corporation did not 
have a large amount of readily available cash assets. Morrison, however, 
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knew that the corporation had another account with a Boston bank. 
Moreover, knowledge that a debtor is short of cash is not necessarily 
grounds for believing it is insolvent. Here inquiry by Morrison had 
produced at statement by Fayne that funds would be available when 
work in progress was completed and payment received therefor. 
It was reasonable, for Morrison to accept this explanation since he knew 
that the corporation’s work was financed by FHA loans, some of which 
had been made by his own bank. 


Plaintiff relies on certain aspects of these transactions as being of 
such an unusual nature that Morrison should at least have been put 
on inquiry as to the corporation’s solvency. It is true that under some 
circumstances the payment of a debt before it is due might be very 
significant. But here the notes paid off before maturity were all 
renewals of loans which originally had been due much earlier. Since 
Fayne had promised to pay when he collected for his work in progress, it 
was not necessarily suspicious that some payments were made before 
the renewal notes were due. Likewise the single payment made in cash 
cannot be considered too significant in view of the fact that practically 
all of the $13,000 paid here was paid by check, with no attempt at 
concealing the fact that the bank’s loans were being paid off. 


As to the trustee attachments, these cannot affect anything except 
the payments made after they were served on the bank. The first of 
these was on December 12, but there was no evidence to indicate that 
it was served on that day before the bank received the payments made 
on that day. Even if it had been, a single trustee writ would hardly 
be sufficient reason for putting the bank on inquiry. 


So far as concerns the payments made through December 15, the facts 
known to Morrison showed that the corporation lacked ready cash to 
pay its bills when due. This is not insolvency, however. Even though 
Morrison may have had grounds for suspecting the corporation was 
insolvent, mere suspicion or apprehension that the debtor is insolvent 
is not enough. To allow recovery under § 60, sub. b the facts must 
have been such as to create in the mind of a reasonably prudent business 
man a well-grounded belief in the insolvency of the debtor. Grant v. 
National Bank, 97 U.S. 80, 24 L.Ed. 971. In this case, the facts known 
to Morrison were perfectly consistent with the picture given to him by 
Fayne of a business temporarily short of ready cash until it completed 
its contracts and collected its payment for them. What he knew about 
the corporation’s way of carrying on its business tended to support 
that picture. There was no evidence that he knew anything of the 
extent to which the corporation was indebted to others. Viewing the 
evidence as a whole, it cannot be found that plaintiff has sustained 
his burden of proving that Morrison, at least prior to December 17, had 
sufficient grounds for believing the debtor insolvent. 
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As to the final payment on December 26, the situation is different. 
By this time there were three trustee writs served within a few days 
indicating that suppliers of the corporation were becoming seriously 
concerned about collecting their claims. Moreover, the corporation’s 
account appears to have been closed on December 17. At this point, the 
situation became such that the bank should have been put on inquiry 
as to whether the financial difficulties of the debtor, which it knew 
to exist, had progressed to the point of insolvency, and inquiry would 
readily have revealed that they had. 


On December 26 when the final payment was made to the bank 
in payment of its antecedent debt, the debtor was clearly insolvent, 
and the transfer clearly enabled the bank to obtain a greater percentage 
of its claim than other unsecured creditors. Hence, this payment was 
clearly a preference, and in the light of the knowledge chargeable to 
Morrison as of that date, it is recoverable by the trustee. 


Judgment for plaintiff in the sum of $900. 


LENDER ENTITLED TO GUARANTY WHERE VA 
ERRONEOUSLY ISSUED COMMITMENT 
A recent opinion from the office of the Veterans Administration 


indicates that where the Administration erroneously issued a cer- 
tificate of commitment to a lender for a loan and the lender, having 


supplied the Administration with all the required information and 


having a reasonable basis for assuming the VA had waived certain 
requirements in connection with the commitment, was entitled to a 
certificate of guaranty. Veterans Administration General Counsel 
Opinion No. 37-56. July 10, 1956, released September 17, 1956. 












Computation of Taxable Income 
of Banks—Deductions and Credits 


(Continued from November issue) 








DIVIDENDS AND INTEREST PAID BY LOAN 
ASSOCIATIONS AND MUTUAL SAVINGS BANKS 


Savings and loan associations, building and loan associa- 
tions, mutual savings banks and cooperative banks deduct 
from their income dividends paid or credited to the accounts 
of their depositors or shareholders provided that the accounts 
are withdrawable by the shareholder or depositor on demand, 
subject only to the customary notice of intention to withdraw.” 
When a dividend is credited as of the close of business on De- 
cember 31st of a particular year, it would not be available for 
withdrawal until the following January 2nd and accordingly 
would not be deductible by the savings bank or loan association 
until the succeeding year.** In the case of amounts accrued 
by a savings and loan association on so-called bonus accounts 
or serial shares there is sometimes no definite liability to make 
payment until some future time when the member completes 
his performance and then the account becomes withdrawable. 
Accordingly, such accruals would not be deductible until such 
time. Similarly, income transferred to reserves or surplus is 
not subject to withdrawal by the member and accordingly is 
not deductible by the association. The foregoing rule that the 
dividend or interest payment is not deductible unless withdraw- 
able on demand by the depositor or shareholder, subject only 
to customary notice, is not applicable to a dividend on a pledged 
share account. These dividends are treated as received by 
members in the year the credit is given so as to reduce the 
indebtedness of the members.** Also, with regard to withdraw- 
able accounts under a serial or bonus plan, dividends are de- 
ductible even though amounts invested in and earnings credited 










































52 TR.C. Sec. 591. 

53 Regulations, Sec. 1.591—1(a) (2); Amounts credited by way of dividends to deposi- 
tors’ accounts are deductible by the association even though the amounts are attributable 
to periods of more than a year, Revenue Ruling 55-708, I.R.B. 1955-48, 8. 

54 Regulations, Sec. 1.591-1(a) (2). 
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to series shares must be withdrawn in multiples of even shares 
or the fact that the association has the right to retain a portion 
of the total amount withdrawn as a fine, forfeiture or with- 
drawal fee.” 

The Commerce Clearing House publication, New Federal 
Income Taxpayers,”° contains a very illuminating discussion 
of deductions under the various savings plans :*’ 


“Building and loan and savings and loan associations have 
offered various savings plans. Fully paid or participating shares 
are credited with dividends in an amount determined by the 
managing board. Although an attempt may be made to pay divid- 
ends at a uniform or constant rate, the rate is actually subject 
to the judgment of management, dependent upon earnings within 
legal or charter limitations. Such dividends are deductible when 
paid or credited to the members’ or shareholders’ withdrawable 
accounts. Ordinary serial shares or installment shares would be 
treated in the same manner. In this case, the member subscribes 
to shares to be paid for over a period of time. The dividend is 
related to the number of shares paid up or the amount of the 
withdrawable account at the end of the dividend period or at the 
record date of dividend declaration. 

“Savings plans have been offered which are similar in result to 
an installment plan, but no dividend is involved. The depositor 
may agree to pay periodic installments and the association in 
return agrees to pay a stated amount at a future date or a lesser 
amount at an earlier date. There is a monetary reward for regu- 
larity of payments and completion thereof by the depositor. Here 
is a contract between the association and the depositor. The ex- 
cess of the association’s payments over the sum of the depositor’s 
payments represent income to the latter and an expense to the 
former. On the accrual basis, the amount that the association is 
bound to pay in excess of receipts at any given time—before or 
after completion of the agreement—is a deductible expense to the 
association and taxable income to the depositor, whether credited 
to the individual account or not. This amount is not always 
readily determinable, for purposes of deduction. Presumably, 
Regulations on the new law will prescribe the method of deduction 
to cover such contingent amounts. 

“There is often a bonus plan or a combination of the participat- 


55 Regulations, Sec. 1.591-1(b). 

56 Published and copyrighted 1952, Commerce Clearing House, Inc., 214 N. Michigan 
Avenue, Chicago 1, Ill. 

57 As in (b), page 18. 
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ing and incentive plans. A bonus is added when a depositor com- 
pletes a series of periodic installments, and may be graduated 
upward after a minimum number of installments have been paid. 
In the meantime dividends may be credited to the account, de- 
ductible periodically by the association as they are made subject 
to withdrawal. The nature of the bonus apparently will govern 
its deductibility. If the amount depends upon the dividend rate, 
the bonus probably qualifies as another dividend and is deductible 
under the same conditions. If the bonus is a stated amount or a 
stated percentage of the balance in the account, it represents in- 
terest or business expense and presumably could be accrued when- 
ever liability of the association for payment is definitely estab- 
lished.” 


Dividends on Non-Withdrawable Stock of 
Permanent Stock Associations 


The dividend deduction is not applicable to dividends by 
capital stock associations unless the dividend is paid on deposits 
or withdrawable accounts. Thus dividends paid on the per- 
manent stock are treated like dividends payable by an ordinary 
corporation and are not deductible by the association.™ 


TAXES 


Banking institutions deduct taxes in a manner similar to 
that allowed other corporations. 

Where a banking institution is on a cash basis, taxes are 
deductible in the year in which they are paid, no matter when 
they were due or accrued. On the other hand, a banking in- 
stitution on an accrual basis deducts taxes only in the year 
in which they are accrued. For example, state income taxes 
are often payable in the year following the year in which the 
income is earned. Under such circumstances, a banking in- 
stitution on an accrual basis would deduct the taxes in the 
year the income was earned or accrued,” whereas a bank on 
a cash basis would deduct the taxes in the following year. As 


58 Regulations, Sec. 1.591-1(a) (2); See Rev. Rul. 55-891, IR.B. 1955-25, 17, holding 
that so-called preferred stock of a building and loan association was in reality a deposit 
account withdrawable in the usual manner; dividends paid on the stock were deductible 
by the association. 

58 Colorado: Excise tax on banks and trust companies accrues at beginning of taxpayer's 
taxable year. I.T. 3155, C.B. 1938-1, p. 128; Ohio: tax on bank deposits fixed by State 
Tax Appeals Board. I.T. 2632, C.B. Dec. 1982, p. 74; Oklahoma: tax on banks ac- 
crues at beginning of taxable year. Bank on calendar year accrues on Jan. 1; tax 
measured by income of previous year. I.T. $136, C.B. 1937-2, p. 100. 
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another illustration, the Pennsylvania tax on bank shares is a 
fixed liability of the bank under the 1945 amendment to the 
Tax Law. Where a bank is on an accrual basis the tax is 
deductible in the year for which the tax is imposed, even though 
paid in a later year.” 

However, where a bank elects to contest a tax, such as a 
state franchise tax, it may not deduct any amount which is 
unsettled or the liability for which it is contesting. A contest 
includes not only a contest in court but also a denial of lia- 
bility and refusal to pay.*’ The additional taxes paid in a 
later year when the contest may have been resolved are de- 
ductible in the year in which the determination of the contested 
item, by court decision or otherwise, becomes final.” 

As a general rule taxes paid by or imposed on a bank are 
proper deductions except federal income taxes, excess profits 
taxes and local property taxes of the nature of assessments 
benefiting specific property, and certain federal excise taxes.” 

Federal excise taxes on payments for telegraph, telephone, 
radio and cable services would not be deductible as a tax but 
would be a proper business expense deduction. 

Federal stamp taxes paid on security or real estate trans- 
fers are ordinarily not deductible by a bank as a tax nor as 
a business expense since the bank is not engaged in business as 
a dealer or trader. Thus a bank offsets the cost of these 
taxes from the proceeds of the sale in determining its gain or 
loss on the sale of such securities or real property. 

Where federal stamp taxes are purchased by a banking 
institution in connection with the issuance of its stock, no de- 
duction is allowable, nor may the cost of the stamps be amor- 
tized for tax purposes.** On the other hand, federal stamp 
taxes purchased in connection with the issuance of debt securi- 
ties of a bank could be amortized for federal income tax pur- 


60 Philadelphia Title Ins. Co., 17 T.C. 1068 (1951); Rev. Ruling 92, CB 1953-1, p. 39. 
See also Rev. Ruling 55-616, I.R.B. 1955-41, 18. 


61 Dixie Pine Products Co. v. Commissioner, 320 U.S. 516 (1944). 

62 A.C.F.—Brill Motors Co., 14 T.C. 263 (1950), affd. 189 F.2d 704 (3rd Cir. 1951). 

63 T.R.C. Sec. 164(b) The tax on the amount of circulation issued by a bank imposed 
on the bank issuing the circulation is deductible. Mertens Law of Federal Income 
Taxation, Sec. 27.22. 

641.T. 3806, C.B. 1946-2 p. 41. Nor are such expenses amortizable under Sec. 248 
as organization expenses. 
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poses over the life of the securities as part of the expense of 
obtaining the loan. 

A banking institution as an employer may deduct the Fed- 
eral Unemployment Tax which it pays on account of its em- 
ployees, as well as the tax for old age benefits it pays under the 
Social Security Laws, but again not as a tax but as a business 
expense as part of its payroll.” 

Delinquent taxes paid by a bank mortgagee represent an 
additional loan on the property and are not deductible as taxes. 

Other taxes, although collected and paid by the bank, are 
actually imposed upon others and the bank is only the govern- 
ment’s uncompensated, involuntary collection agent. This 
would be particularly true of the excise tax on safe deposit 
boxes. Such taxes are not deductible by the bank because the 
bank does not pay them; they would, in most cases, however, 
be deductible by the safe deposit box holder as a business or 
non-business expense.” 


Penalties and Interest on Tazes 


A distinction must be made between taxes and penalties 
and interest thereon. Interest on delinquent taxes will ordi- 
narily be deductible, not as a tax, but under Section 163 of 
the Code as interest paid or accrued on indebtedness. 

Penalties, however, such as those imposed on account of 
negligence, tardy filing, or even fraud, are not deductible on 
grounds of public policy. Whether an addition to the tax 
is considered to be a penalty or merely a high rate of interest 
depends on all the facts and circumstances; unless the rate 
is extremely high, the tendency will be to find that it is an 
interest charge even though in excess of 6%." 


Payment of Shareholder’s Taxes 


Commonly, banks pay state taxes assessed against stock 
of their shareholders without reimbursement from such share- 
holders. These taxes are proper deductions for the bank. 


65T.R.C. Sec. 164(b) (1), (3). 

66 Hadley Falls Trust Company v. U.S., 22 FSupp. 346 (D.C. Mass. 1940); John Han- 
cock Mutual Life Ins. Co., 10 B.T.A. 736; (1928) Est. of Lucy S. Schieffelin, 44 B.T.A. 137 
(1941); I.T. 1611, II-1 CB 87. 

67 TRC. Sec. 212. 

68 U.S. v. Constantine, 296 U.S. 287 (1985). 

69 Reg. 118 Sec. 39.28 (a)-1. (Applicable under 1954 Code). 
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The Code specifically provides, however, that in such cases the 
shareholders may not deduct the amount of the taxes and the 
amount so paid should not be included in the income of the 
shareholder.” 

From 1925 to 1927 a bank credited the checking accounts 
of its stockholders with sums for payment of taxes asssesed 
against their bank stock. The taxes were paid by the stock- 
holders, none of whom ever reimbursed the bank for any part 
of the sums credited to their accounts. The court held that the 
taxes paid each year by the stockholders were deductible by 
the bank in the year of payment by the stockholder.” 

The rule stated applies, however, only where the tax is 
imposed upon a shareholder on his interest as a shareholder. 
For example, where a state income tax is imposed on dividends 
on stock, payments of the tax by the bank would be an addi- 
tional dividend to the stockholder and the tax payable therein 
would be deductible by the stockholder and not by the bank. 


It has been ruled that if a bank elects to pay taxes assessed 
against its depositors on savings deposits and receives no re- 
imbursement the bank may claim the taxes paid as business 
expenses. Each depositor must report as income the tax paid 
on his deposit but may deduct the same as a tax paid.” 


Real Property Tazes. 


Under the 1954 Code a taxpayer on an accrual basis may 
elect to accrue real estate taxes over the real estate tax year. 
This election may be made simply by incorporating an ap- 
propriate statement in the tax return for the first taxable year 
commencing after December 31, 1953. Where the real estate 
tax taxable year and the income tax taxable year coincide, 
and the assessment falls within that year, there would be no 
advantage to a bank in making the election under the new Code 
and where the assessment date falls in one year and the prop- 
erty tax taxable year is the ensuing year, an election under the 
new Code would be disadvantageous. One .authority has il- 


70 T.R.C. Sec. 164(e). 

71 Wayne County & Home Savings Bank, 26 B.T.A. 761, (1982). I.T. 2702, C.B. Dec. 
1983 p. 212. 

721..T. 1888, I-2, C.B. 97. 
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lustrated the pitfalls as follows: 


For example, in Rhode Island the assessment date for property 
taxes is December $1 and such taxes paid in 1954 were properly 
deductible in the 1953 returns of accrual basis income taxpayers 
in Rhode Island using the calendar year. If such a taxpayer 
should make an election under the new provision for 1954 and the 
Rhode Island property tax taxable year is the calendar year follow- 
ing the date of assessment (an unsettled point) the effect of the 
election would be, under the new provision, to preclude the tax- 
payer from a deduction for property taxes in its 1954 income tax 
return. In view of this commercial banks in Rhode Island and 
other states where the assessment date falls outside the tax year, 
even though they may be having a little difficulty in estimating 
property tax accruals at December 31, should abide by the old 
rule and let the assessment date govern the time for the deduc- 
tion of property taxes. Banks in other states and fiscal year banks 
(savings banks and cooperative banks) should be equally cautious 
about making an election under the new provision. 


Allocation of Certain Real Property Taxes 


In the case of a bank disposing of its own real property 
or disposing real property acquired on foreclosure, under the 
old Code, if a bank was in possession of the property on the 
assessment date, the local tax thereon accrued to it entirely if 
it employed the accrual method of accounting. If the bank sold 
the property and under the contract of sale there was an 
allocation of the property tax between the buyer and the seller, 
the amount thereof was considered under the old Code to be 
additional proceeds to the seller and an additional capital cost 
for the property to the buyer. The rule has been changed 
under the new Code. Regardless of the method of accounting 
employed, the portion of the property tax allocable to that 
part of the property taxable year preceding the sale is con- 
sidered as imposed on the seller and is deductible by it. The 
portion allocable to that part of the property tax taxable year 
beginning on the date of the sale is considered imposed upon 
the buyer and is deductible by it.” This rule will apply re- 


73 Banks and Federal Income Taxes—1954. Daniel P. MacLean, Tax Department, 
Arthur Anderson & Co., 294 Washington Street, Boston, Mass. 72 Banking Law Journal 
1, 18 (1955). 

74 T.R.C. Sec. 164 (d) (1) (A). 

75 T.R.C. Sec. 164 (d) (1) (B). 
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gardless of the agreement between the buyer and seller as to the 
apportionment of taxes. 


AMORTIZATION OF BOND PREMIUM 


Where a bank, like other taxpayers, purchases a bond at 
a premium or at more than its face value, the Internal Revenue 
Code recognizing that, in effect, each payment of interest 
in part constitutes a return of capital, permits the bank to 
elect to amortize the premium in certain situations. This 
means that the bank may deduct from current income a por- 
tion of the premium each year over the life of the bond. The 
basis for capital gain or loss of the bond is then reduced each 
year by the portion of the premium deducted in the year.” In 
the case of a tax-exempt bond such amortization is required 
and in such a situation the amortization charges reduce the 
cost basis of the bond for capital gain or loss purposes but are 
not deductions from gross income. 


Amortizable Bonds 


In order that a premium paid on the purchase of a bond 
may be amortizable, the Code requires that the obligation 
must be a bond, debenture, note, certificate or other evidence 
of indebtedness which bears interest and which is issued by a 
corporation or government or political subdivision.” Under 
the 1939 Code no premium was amortizable unless the bond 
or obligation was in registered form or had interest coupons 
attached. As a result of this rule, the Internal Revenue Serv- 
ice held in 1953” that it was improper to amortize the premium 
paid for treasury certificates of indebtedness, since such certi- 
ficates were not issued in registered form nor did they have 
coupon attached. As a result, the treasury certificates issued 
in September, 1953 and subsequent issues did have a coupon 
attached. The new definition of a bond omits the words “with 
interest coupon or in registered form” and thus the old re- 
quirement has been eliminated. 


76 T.R.C. Sec. 171 (a) (1). 

77 Internal Revenue Code, Sec. 171(d). Thus ordinary real estate bonds and mortgages 
executed by individuals are excluded. 

78 Special Rulings of August 7, 1953 and December 14, 1958; See Rev. Rul. 54-66, 
1954-1 CB 128. 
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It was formerly held that F.H.A. insured mortgages were 
not bonds and therefore premiums paid by banks on their 
acquisition were not amortizable in the usual manner.’”* Under 
the 1954 Code, however, premiums paid on such obligations 
would be amortizable provided they are interest bearing and 
are accompanied by a note, bond, or other evidence of debt." 


When Bond Premium Amortization is Required 


Banks, like other corporate taxpayers, are required to 
amortize the premiums paid for wholly or partially tax-exempt 
bonds held for investment. Since such bonds, which include 
municipal, state, county, city, school, district and special au- 
thority bonds, produce interest income which is wholly exempt 
from federal income tax, the annual premium deduction is 
not a proper deduction from gross income™ but the effect of 
the amortization is simply to reduce in each year the cost basis 
of the bond for gain or loss purposes.** Bond premium amorti- 
zation is considered in the nature of a reduction of the effective 
rate of interest or perhaps as an expense of earning interest. 
In accordance with the general rule disallowing deduction of 
amounts expended in earning tax-free interest no deduction is 
allowed against current income for the annual amortizable 
bond premium. If the tax-exempt bond is sold or matures, 
the basis must be reduced by the allowable annual amortization 
from January 1, 1942, in order to compute the gain or loss for 
tax purposes, as otherwise the taxpayer would have a capital 
loss deduction—again arising out of the receipt of tax exempt 
interest. 

On partially tax exempt bonds issued by the United States 
prior to March 1941 (the number of which still outstanding is 
growing smaller each year) the amortizable bond premium 
is treated in a similar manner to prevent a bank from obtaining 
a deduction for the amortizable premium attributable to the 
tax exempt features of such bonds. 

79 Rev. Rul. 258, 1953-2 CB 143. 

80 T.R.C. Sec. 171 (d). 

81 .R.C. Sec. 171 (a) (2). 

82 The amortizable bond premium on wholly tax-exempt bonds is not deductible in 
determining net income but would be taken into account in computing a bank’s earn- 


ings and profits available for dividends. I.T. 3764, 1945 C.B. 188. 
83 TR.C. Sec. 242; I.R.C. Sec. 171 (a) (3) (D). 
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When Bond Premium Amortization is Optional 

On fully taxable bonds, banks may elect to amortize the 
premium but are not required to do so. Where the election 
is made, the amortization is a proper deduction from gross 
income and each such deduction also reduces the cost basis of 
the bond by the same amount. If amortization is not elected, 
there is no annual deduction from gross income and when the 
bonds are sold, redeemed or otherwise disposed of, the entire 
premium is deductible only as a capital loss, the premium paid 
for the bond being an integral part of its cost for determining 
gain or loss. The election must be made for all eligible bonds 
held by the bank and may not be withdrawn for subsequent 
years without the consent of the Treasury. Generally the 
greatest benefit will result to a bank from electing to claim 
the annual amortization deduction. This results in a reduction 
of current taxes applicable to ordinary income, whereas an 
election not to amortize would result only in a reduction of 
capital gains which are taxed at a lower rate than ordinary 
income. One authority explains the advantage as follows: 


“The election as to amortization on fully taxable and partially 
taxable bonds resolves itself into a question of maximum tax bene- 
fit. This question goes further than the year of election, since 
such an election, once made, is irrevocable. Generally the greatest 
benefit may be had from claiming the deduction annually. This 
results in a current reduction of tax at the regular normal and 
surtax rates. An election not to amortize might result merely in 
reduction of capital gains, which are taxed at a lower rate than 
ordinary income. Even if bonds were held to maturity without 
amortization, the resultant loss, because of other security trans- 
actions, might still result only in a reduction of capital gains. 

“As far as we know, the only time an election not to amortize 
might result in a major tax benefit would be in the case of an in- 
stitution where substantially all of the net taxable income is 
represented by dividends of domestic corporations. In that case 
the tax saving from electing to amortize might be only 15% of 
the regular rates due to the application of the dividends received 
credit. The banking statutes being what they are, as mentioned 
earlier, the chances of such a situation prevailing are small. As a 
matter of fact, I know of only one institution where this unusual 
position occurs.”** 


84 Commercial Bank Problems—Federal Income Taz, 70 Banking Law Journal page 308 
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Premium Paid for Convertible Bonds 


Frequently, a bond convertible into stock will be issued 
or subsequently sold at a premium and in most instances part 
or all of the premium is due to the value of the conversion 
feature in the bond. Section 171(b) (1) of the Internal Rev- 
enue Code specifically prohibits the amortization of any part 
of a premium which is paid for the conversion feature of a con- 
vertible bond. In order to ascertain the amount of the con- 
version feature, the bank must determine the value of a bond 
which has no conversion feature and which is of the same 
character and grade as the convertible bond bought by the bank. 
Having determined the theoretical cost of the bond purchased 
without the conversion feature, the difference between such 
figure and the amount paid for the convertible bond is the 
value of the conversion feature. This increment of value must 
be eliminated in computing the amortizable premium. The 
remainder of the premium is amortizable in the usual manner. 


Methods of Computation of Amortizable Bond Premium 


As a general rule the bond premium is the excess of the 
bank’s cost for the bond over the amount payable at maturity. 
The total premium is then divided by the remaining life of the 
bond in months. This quotient is then multiplied by the number 
of months the bond is held during the taxable year.“ The 
amount determined is then deducted from gross bond interest 
in order to determine net investment income for the year. How- 
ever, the Treasury will permit any reasonable method of amorti- 
zation which is regularly employed by the bank. For example 
where bank regulatory authorities require a bond premium to 
be written off over a period much shorter than the life of the 
bond the Treasury will ordinarily approve such a method of 
amortization.” 


Unamortized Premium on Sale or Redemption 


Any unamortized premium becomes deductible as a capital 
loss upon the sale or redemption of the bond since the un- 


85 Regs. Sec. 1.171-2(e) (2). 

86 Regs. Sec. 1.171-2 (e). 

87 However, any net bond loss for the year is deductible in full against ordinary income. 
See Sec. 582(c) applicable only to banks. A special rule is applicable to callable bonds 
with a call date of $ years or less. See Sec. 171(b) (2). 
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amortized premium is reflected in the cost basis of the bond. 
Where the bond is refunded by issuing new bonds the remain- 
ing premium must be amortized over the remaining life of the 
new bond. 


Special Rules for Premiums on Callable Bonds 

Where bonds are callable at certain dates prior to maturity, 
the premium may be amortized over the period to the earliest 
call date or any later call date and in such a case the amount 
to be amortized is the excess of the cost of the bond over the 
amount payable on such call date. If the bond is not called 
on the date selected the remaining premium represented by 
the excess of the call price over the amount payable on maturity 
is then amortized over the remaining life to maturity.** How- 
ever, where a bank acquires, after January 22, 1954, a fully 
taxable bond which was issued after January 22, 1951 and the 
bond has a call date not more than three years after the date 
of issuance, the call date must be ignored and any premium 
paid for the bond must be amortized over the period 'to ma- 
turity. However, if the bond is actually called prior to ma- 
turity the remaining unamortized premium is deductible in full 
against ordinary income in that year.” The rule just stated 
will not be applicable to U. S. Government bonds since they 
are not callable earlier than 5 years from the date of issue. The 
rule also will not apply to state and municipal bonds since they 
are tax-exempt and are specifically excepted from the special 
restriction. Such bonds therefore are amortizable to the ear- 
liest call date, no deduction for such premium amortization 
being allowable. 


Bonds Held by Bank as Dealer 

In case of a bank maintaining a bond department, or other- 
wise holding bonds for resale and not for investment, prem- 
iums paid on bonds are not amortizable.”" Obviously, how- 
ever, the amount of the premium (since it is part of the cost 
of the bond) will decrease the gain or increase the loss, as the 


88]. R.C. Sec. 171 (b) (1) (B). 

89 G.C.M. 24078, 1944 C.B. 284. 

90 Internal Revenue Code, 171(b) (2). But as the bond is sold the unamortized premium 
would be deductible only as a capital loss. See Sec. 1282(a) (1). But see Sec. 582(c) 
supra, permitting net bond losses of a bank to be deducted from ordinary income. 

91]. R.C. Sec. 171 (e); Sec. 75 (a). 
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case may be, upon the sale of the bond. If inventories are 
used the premium will be reflected in the valuation of the in- 
ventories. The premium on tax-exempt bonds is in effect de- 
ductible as a loss although interest received on them is exempt 
from tax. There is a special rule for short term tax-exempt 
bonds held for sale to customers. Where such bonds have a 
maturity or earliest call date not more than 5 years from the 
date of issue and the bonds are held for more than thirty days, 
the bank, as a dealer, must reduce its cost basis on the bonds 
or cost of sales by the amount of annual amortization. If the 
bank uses no inventories in determining income or computes 
inventories on a cost basis, the adjustment is applied to reduce 
the cost basis of the bond. If inventories are used and computed 
at market rather than cost, or the lower of cost or market, the 
adjustment is made to cost of bonds sold. 


Amortization of Mortgage Premium by Savings Banks and 
Loan Associations 


Mutual savings banks and savings and loan associations 
and cooperative banks may use a composite basis for amortiz- 
ing mortgage premiums.” This privilege has not been extended 
to commercial banks. 


One authority explains amortization of mortgage premium 
by mutual savings banks and loan associations as follows :** 


“*Premiums’ paid for mortgages must be amortized over the 
life of individual mortgages or on a composite basis. Any prem- 
iums paid during a tax-exempt period for mortgages held in the 
portfolio as of December 31, 1951, must be restored for computa- 
tion of expense deduction applicable to 1952 and later years. In 
all institutions of which the writer has knowledge, such premium 
charges were expenses in the year of acquisition. The unamortized 
premiums whether restored on the books or not will serve to in- 
crease surplus, reserves and undivided profits as of December, 
1951, the measuring point for the bad debt deduction in 1952. 
‘Premiums’ mean buying commissions, attorneys’ fees or brokerage 
fees, but do not include accrued interest. 


“The amortization of these premiums on an individual direct 


92 Rev. Rul. 216, C.B. 1958-2 p. 38. 


93 William J. McKeever, Taxation of Savings and Loan Associations, 31 Taxes, 265, 
268 (1953). 
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reduction mortgage basis is almost a hopeless task. Therefore, 
the composite basis is the most acceptable. The regulations con- 
tain no example of an approved composite basis, but it is be- 
lieved that the following suggestions are adequate: 


(1) Dig out of the records the premiums paid over the past 
ten years. 


(2) Compute the average life of the entire portfolio for 1952 
and prior years. 


(3) Ascertain the amount of the asset unamortized as of De- 
cember $1, 1951. 


(4) Compute the deduction for 1952. 


“For example, an association had the following mortgage ex- 
perience for 1952: 


Mortgage loans at December 31, 1951 ..............sss0eesee $13,000,000 
ees en ee st cosdenanenasnabaanebeeaes 4,000,000 
17,000,000 

Mortgage loans at December 31, 1952 ..............0000 15,000,000 
Ee TD TUTE istisccitiinnicsininciesitihineitcinibieapiianiemaipeian $ 2,000,000 
SSS 

Amortization in 1952 ........cccccsesceees % 2,000,000 

Average mortgage Investment .................. 14,000,000 — 1/7 


“The average life in prior years could also be computed in this 
manner. There should not be too great a variation. Thus, if 
$21,000 or $1,500, with $3,000 deducted from 1953 to 1958—with 
the remaining $1,500 being deducted in 1959. It is believed that 
this is an easy and accurate way of mortgage premium amortiza- 
tion applied on a composite basis, and is applicable to direct re- 
duction mortgage loans.” 


NON-DEDUCTIBLE EXPENSES AND RESERVES 


In addition to providing for various enumerated deductions 
the Internal Revenue Code also provides that certain expendi- 
tures specifically may not be deducted. 


Expenses and Interest Relating to Tax-Exempt Income 


Under Section 265(2) of the Internal Revenue Code, in- 
terest is disallowed as a deduction where it is incurred on money 
borrowed to purchase or carry fully tax-exempt securities. 
This restriction is designed to prevent a taxpayer from obtain- 
ing an exclusion and a deduction as to the same item of income. 
The Treasury has ruled, however, that interest paid by a bank 
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on deposits is primarily for the purpose of conducting a bank- 
ing business and is not denied deductibility because the bank 
may have tax-exempt securities in its portfolio.* It appears 
that the interest paid on deposits would be deductible even 
if it could be shown that the proceeds of the deposit were di- 
rectly invested in tax-exempt securities.” Interest or other 
expenses are not deductible if allocable to another class of 
income which is excluded from gross income by statute or by 
the Constitution, other than tax-exempt interest.” For ex- 
ample, if a bank incurs legal fees in recovering a bad debt and 
the recovery is exempt from tax because the bank received 
no tax benefit from the prior deduction of the bad debt, the 
legal fees would not be deductible to the extent they could be 
attributed to the particular recovery. If, on the other hand, 
the legal fees were incurred under a general retainer with 
counsel, it would not be necessary to allocate a part of such 
ordinary trade or business expenses of a bank to tax-exempt 
income, any more than it is necessary to reduce the deduction 
for clerical salaries in the securities department on the theory 
that part of the work of this department concerns tax-exempt 
bonds. 


Non-Deductible Reserves and Accruals 


Frequently banks will make accruals for expenses and 
establish reserves which, although proper under sound bank 
accounting methods, are not recognized by the Treasury De- 
partment as proper accruals or deductions. For example, su- 
pervisory authorities may hold that depreciation charges ac- 
ceptable to the Treasury Department are not adequate and 
will require the deduction of additional depreciation. Such 
additional depreciation is not a proper deduction for income 
tax purposes. 


Similarly, various valuation reserve accounts may be es- 
tablished or credited in order to establish asset values satis- 
factory to management or to banking authorities. Additions 
to such valuation reserves are not proper deductions against 
94S.R. 5128; C.B. IV-2, p. 156. 

— Commercial Bank Problems—Federal Income Taz, 70 Banking Law Journal 308, 
96 TR.C. Sec. 265(1). 
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current income, nor do they affect the amount of depreciation 
allowable.’ Instead, a loss may be taken when the securities 
are sold or debts become worthless. 

Banks frequently deduct from corporate earnings additions 
to various reserves for possible losses or contingencies, includ- 
ing reserves for additional compensation, such as bonuses which 
might or might not be payable,”* reserves for anticipated legal 
expenditures or for interest subsequently to become due on 
savings accounts. These deductions, which may or may not 
be required by regulatory law, are nevertheless not recognized 
for income tax purposes.*® Neither are reserves for self in- 
surance even where such self insurance is required or the tax- 
payer is unable to secure insurance from an outside company.’ 
Such reserves are not to be confused, however, with the reserves 
and additions specifically recognized as deductible by the tax 
laws, such as the reserve for bad debts. 

The non-deductibility of such reserves is primarily a matter 
of accounting, and is the source of one of the major differences 
between tax accounting and ordinary corporate accounting. 
Even though from a corporate accounting standpoint a given 
reserve, such as a reserve for contingent expenses in connection 
with services to be rendered in the future may be necessary, 
in the opinion of the accountant, clearly to reflect income, 
the Internal Revenue Code insists that such expenses may be 
deducted only when actually paid or incurred. The deduction 
is not lost; it is simply postponed. 

In enacting the 1954 Code, Congress attempted to resolve 
this conflict between corporate and tax accounting by providing 
for the deductibility of certain reserves.** However, because 
the revenue loss resulting from such amendment proved to be 
considerably greater than had been anticipated, the section was 
retroactively repealed.’” 


However, the committee reports in connection with such 
repeal promised that further study would be given to the 


97 Cf. Julius S. Rippel, 12 B.T.A. 488 (1928). 

98 Swain & Myers, Inc., 42 B.T.A. 306 (1941); G.C.M. 11 $48, C.B. XII p. 110. 

99 Raymond Guarini, 7 B.T.A. 104 (1927). 

100 Spring Canyon Coal Co. v. Commissioner, 48 F.2d 78 (10th Cir. 1930); Wayne 
Title & Trust Co., 16 T.C. 924 (1951), affd. 195 F.2d 401 (8rd Cir. 1952). 

101 1954 I.R.C. Sec. 462. 

102 PL. 74 84th Cong. Ist Sess. 
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problem and future legislation in this field may be anticipated. 


PURCHASE OF ASSETS OF ANOTHER BANK 
Non-Deductible Capital Expenditures 


The Internal Revenue Code similarly provides that no 
deduction is allowed for certain capital expenditures, including 
new buildings or betterments made to increase the value of 
any property.’ Whether a given item constitutes a non-de- 
ductible capital outlay or a deductible expense, such as in the 
case of repairs, is discussed in a previous article under the head- 
ing of repairs. 

Other expenditures, in connection with financial transac- 
tions in particular, are similarly regarded as non-deductible 
capital expenditures. For example, where a bank purchases 
assets of another bank and pays a premium over book value, 
ordinarily the excess over book value is paid for the purchase 
of goodwill and it is not a business expense deduction.’ 
Neither may good will be amortized; the amount paid for good 
will simply increases the bank’s basis for the assets acquired 
and will be reflected in computing gain or loss when, if ever, 
the assets are disposed of or the stock is sold.’”. 

However, amounts paid for the purpose of protecting 
existing good will, as opposed to acquiring new good will, are 
deductible. hus where a bank made payments to an out of 
town bank ig order to induce the latter to take over a local 
State bank about to be closed by the bank authorities, the ex- 
penditure was ruled necessary to protect the first bank’s bank- 
ing business, its depositors and stockholders. It was a proper 
deduction for income tax purposes.*®* 

But where the protection of the taxpayer’s interest is less 
clear no deduction is allowed. Thus amounts paid to purchase 
assets of a going bank in excess of the value of assets was said 
to be paid for good will, even though the bank contended that 


103 T.R.C. Sec. 265 (a) (1). 

104S.R. 810, IV-1 C.B. 280; Union National Bank, 18 B.T.A. 468 (1929); North Texas 
National Bank, 19 B.T.A. 225 (1980); Bank of Terrebonne & Savings Bank, 19 B.T.A. 
1286 (1980); Peoples National Bank, 23 B.T.A. 815 (1931); Dime Bank of Langsford, 
Pa., 20 B.T.A. 250 (19380); First National Bank of Omaha v. Commissioner, 49 F.2d 70 
(8th Cir. 1980). 

105 Regs. 118 Sec. $9.23 (1)-3. 

106 First National Bank of Skowhegan, 35 B.T.A. 876 (1987). 
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the extra premium was in part paid to prevent ill effects to the 
purchaser which might have resulted had the selling bank 
failed.’ 

Under certain circumstances a bank might properly and 
lawfully expend amounts for the elimination of competition. 
If the amounts are paid for an agreement to refrain from com- 
petition for an indefinite period, not only is the amount paid 
non-deductible but no amortization of the amount paid may be 
deducted. On the other hand, if the agreement is for a definite 
number of years, the amount paid may be amortized over the 
agreed number of years. However the amount paid for such 
a covenant must be clearly shown. Thus, where a bank 
purchased all the stock of a competitor and contended that a 
part of the purchase price should be attributable to an agree- 
ment on the part of certain officers of the competitor not to 
compete with the taxpayer for ten years, no amortization of the 
contract was allowable’ for failure to prove the proper alloca- 
tion. 


Building Purchased with Intention to Demolish 


Amounts paid for the acquisition of a capital asset are non- 
deductible either as an expense or a loss. While ordinarily 
the destruction of a building by the taxpayer will result in a 
non-capital loss of the remaining basis of that building, where 
a bank purchases land and a building with the intention of 
demolishing the building to erect a new structure, no loss de- 
duction may be taken. Instead the amounts paid for land 
and the old building are all allocable to the land, which was 
all taxpayer intended to acquire. Even the expenses of demo- 
lition must be added to the basis of the land.’ 


Organization, Reorganization and Merger Expenses 
Other non-deductible capital expenditures may arise out 


107 Washington State Bank, 20 B.T.A. 33 (1930). 

108 Boonville National Bank, 2 B. of T. A. 352 (1925). 

Compare Commissioner v. Gazette Telegraph Co., 209 F.2d 926 (10th Cir. 1954) with the 
companion case of Hamlin Trust v. Commissioner, 209 F.2d 761 (10th Cir. 1954) where 
it was held that where the allocation was clearly shown to be. the result of an arms 
length transaction the contract was divisible into the price established by the parties 
between stock and the covenant not to compete and the buyers were allowed to 
amortize the latter amount. Conversely, the sellers were required to report the amount 
received for the covenant not to compete as ordinary income rather than capital gains. 


108 Regs. 118 Sec. 39.28 (E-2); William Heyman, 6 T.C. 799 (1946). 
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of a merger or reorganization. Uniformly, such expenses are 
non-deductible as they represent amounts paid for the acquisi- 
tion of a capital asset-—namely, a new corporate entity. 

In connection with the reorganization of a bank or its 
merger with another bank, the expenses are non-deductible as 
capital expenditures.”° But if the plan of merger is abandoned 
legal fees and other expenses incurred in investigating the 
desirability of the plan become deductible in the year in which 
the plan is abandoned.“* Upon the incorporation of a new 
bank, or if a new bank is organized for the purpose of effecting 
consolidation of two other banks as opposed to a merger, the 
new bank may make an election to treat these expenditures as 
deferred expense to be written off over a period of not less 
than 60 months commencing with the month in which the new 
bank commences business.” 'The expenditures subject to this 
provision are such items as legal, accounting and other services 
employed in preparing and filing articles of incorporation, by- 
laws, state incorporation fees and similar expenditures directly 
related to the creation of the corporation. Expenses of issuing 
stock are not organization expenses for this purpose. Organi- 
zation expenses which the bank does not elect to amortize must 
be capitalized and no deduction is allowable until the dissolution 
of the corporation. 

110 See First National Bank of St. Louis, $ B.T.A. 807 (1926). 


111 Doernbecher Mfg. Co., 80 B.T.A. 973 (1934). 
112 LR.C. Sec. 248. 














CHECKS AND NOTES FOR 
BANK TAX MEN 


By Allan J. Parker of the New York Bar 


Monthly Report of New Developments and Comments 
Affecting the Income Taxation of Banks 


Coming up, the Technical Changes Act of 1957. Over the course 
of the past few months the House Ways and Means Committee has 
been holding hearings on the subject of unintended loopholes and un- 
intended oversights and hardships in the Internal Revenue Code of 
1954. Despite the elaborate care with which the 1954 Code was scrutin- 
ized not only by the staff of the House Ways and Means Committee 
and the Joint Committee on Internal Revenue Taxation but by inter- 
ested and public spirited groups of attorneys and accountants through- 
out the country, nevertheless there are numerous small changes that 
remain to be made to bring various sections of the Code in line with 
each other or to clear up unintended ambiguities. 

Some of these changes have already been made; as for example the 
enactment of P.L. 398 84th Cong. 2nd Sess. dealing with the limitation 
of retirement income credit under Section $7. For Social Security 
purposes an individual may earn any amount of income that he is able 
to without causing a deduction from his Social Security old age benefit 
after he reaches the age of 72. The 1956 Amendment to Section 37 
brought the retirement income credit into line with this change in the 
Social Security laws by providing that after an individual reaches the 
age of 72 (formerly it was 75) excess earnings do not reduce the amount 
of his retirement credits. 

One of the technical changes expected to affect banks particularly 
will be a proposed change of Sec. 582(c). This section presently provides 
that, in the case of a bank, if the net losses from the sale or exchange 
of bonds, debentures, notes or certificates or other evidences of indebt- 
edness issued by a corporation (including a government or political sub- 
division thereof) with interest coupons or in registered form exceed the 
gains of the taxable year from such sales or exchanges, the net loss will 
be an ordinary and not a capital loss. 

Section 1232 of the 1954 Code, however, provides that amounts re- 
ceived by the holder on retirement of bonds, debentures, notes or certifi- 
cates or other evidences of indebtedness shall be considered as amounts 
received in exchange therefor. This section is intended, at least in 
part, to equate for tax purposes the results of selling a bond prior to 
maturity (clearly a sale) or waiting for its redemption (which has been 
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held not to be a sale in the absence of this legislation). Section 1232, 
however, omitted any reference to, “in registered form or with interest 
coupons attached” as to bonds issued after January 1, 1955. Thus, as 
to bonds issued after January 1, 1955, not in registered form or with 
interest coupons attached, a capital loss will result on their retirement or 
redemption at a price less than a bank’s basis for the bonds. And, under 
the present Section 582(c) this net capital loss will only be available 
to the bank to offset capital gain and not as a deduction from ordinary 
income. It is expected that the Technical Changes Act of 1957 will 
remove this discrepancy. 

Incidentally, it should be noted that although there were no major 
revenue acts passed in 1955 or 1956, nevertheless in 1956 thirty-one new 
tax laws were passed including several amendments to the 1939 Code, 
all of which are necessarily retroactive and all of which in minor re- 
spects favor taxpayers or attempt to resolve cases still in the process of 
litigation. 


Tax Liens As Affecting Involuntary 
Petition in Bankruptcy 


A question of interest to banks, with a strong tax overtone, is 
whether a debtor who permits the District Director of Internal Revenue 
to file a lien and levy upon and seize his property has permitted, while 
insolvent, any creditor to obtain a lien upon any of his properties to 
legal proceedings or distraint and not having vacated or discharged 
such lien within 30 days from the date thereof or at least 5 days before 
the date set for any sale or disposition of such property, has committed 
an act of bankruptcy within the meaning of the bankruptcy laws, 11 
U.S.C. Sec. 21 (a) (8). 

In a recent case in the District Court of Oregon (Timberline Lodge 
Inc., P.H. Fed. Tax Service Par. 72 912 (D. Ore. 1956) the court seemed 
to indicate that the existence of such a federal tax lien could result 
in an act of bankruptcy. It is not the lien itself nor the execution there- 
under which constitutes the act of bankruptcy; it is rather the failure on 
the part of the debtor to have the same vacated or discharged, (1) 
at least five days before the date set for the sale or other disposition 
of the property or (2) within 30 days after the creation of the lien, 
citing Collier on Bankruptcy Vol. 1 p. 461. 








COMMERCIAL CREDIT 


LAW LETTER 


By Tuor W. Koutz, Jr., Member New York Bar 
Letter from the Editor concerning recent court decisions, 
statutes and opinions in the field of trust receipts, conditional 
sales, chattel mortgages and other secured transactions. 





It may have occurred to 
our readers from time to 
time that various govern- 
ments—state, municipal or 
federal—seem to exercise a 
great deal of control over 
our economic and business 
lives and this, in turn, may 
have led them to question 


the authority of such 
governments to exercise 
this control. Obviously 


such a complicated subject 
is not within the scope of 
this column but in view of 
a recent Ohio case it does 
seem apropos to touch on 
one phase of it commonly 
referred to as the police 
power of the state. 

The third paragraph of 
Section 1317.08 of the Ohio 
Retail Installment Sales 
Act provides that "No person 
shall enter into any agree- 
ment with any retail seller, 
regarding the purchase, 
assignment, or transfer of 
any retail installment con- 
tract whereby the retail 
seller shall receive or re=- 
tain, directly or in- 
directly, any benefit from 
or part of any amount col- 


lected or received, or to be 
collected or received, from 
any retail buyer as a finance 
charge or as the cost of in- 
surance or other benefits to 
the retail buyer, in excess 
of two per cent of the prin- 
cipal balance of the retail 
installment contracte" 
When the constitutionality 
of this part of the statute 
was challenged on the ground 
that it deprived a seller 
of his freedom to contract, 
the Ohio Court of Appeals 
of Franklin County ruled 
that it was constitutional 
and that the state could 
impose such a restriction by 
virtue of its police power. 

The court reasoned that 
Since dealers control over 
75% of the installment notes 
given in the sales of 
vehicles, their activities 
in this respect affect the 
interest of the general pub- 
lic and since this interest 
is affected, the state can 
impose restrictions and 
controls by virtue of its 
police power. 

This police power of the 
State has, of course been 
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defined in a number of 
various waySe One broad 
description that is fre- 
quently used, however, is 
that this power is the 
authority conferred by the 
American constitutional 
System on individual states 
by which they are enabled to 
adopt such regulations as 
will secure generally the 
comfort, health, and pros= 
perity of the state by pre- 
serving the public order, 
preventing a conflict of 
rights in the common inter- 
course of citizens and in- 
suring to each an uninter- 
rupted enjoyment of all the 
privileges conferred upon 
him by the laws of his 
country. Teegarden v.Foley, 
Ohio Court of Appeals of 
Franklin County, July 27, 
1956. 


PRIORITY OF LIENS— 
CHATTEL MORTGAGE 

An important lien prior- 
ity case which has caused 
considerable adverse com- 
ment among attorneys and 
finance executives has been 
decided by the United States 
Court of Appeals in the 
Third Circuit. This court 


ruled that, of various liens 
against property in the 
hands of a mortgagor at the 
‘time of bankruptcy, the lien 
for administration expenses 
was given first priority, 
wage claims second, a land- 
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lord's lien third, and the 
lien of the chattel mort= 
gagee fourth. This prior- 
ity was established despite 
the fact that the mortgage 
lien was prior in time to 
the rest of the liens. The 
court ruled that Section 64 
of the Bankruptcy Act gave 
priority to administration 
expenses and wages over 
mortgage liens and that 
Pennsylvania law provided 
that the landlord's lien 
should outrank that of the 
mortgageee 


Sharp criticism of this 
case was voiced in the Fall 
issue of The Quarterly Re- 
port of the Conference on 
Personal Finance Law, page 
130, where a New York attor= 
ney points out that the 
court failed to distinguish 
between consensual liens 
(such as chattel mortgages) 
and statutory liens (mecha- 
nic's liens, landlord's 
liens, etc.) and in mis- 
takenly treating the mort- 
gage lien as a statutory 
lien, improperly gave 
priority to the liens for 
expenses and wages under 
Section 67c of the Bank- 
ruptcy Act which provides 
for the postponement of 
certain statutory liens. 
The attorney was of the 
opinion that the court was 
correct in subordinating 
the mortgage lien to that of 
the landlord under state 
law. In the Matter of Quaker 
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City Uniform Company, United 
States Court of Appeals, 


Third Circuit, July 27, 
1956. 


* * * 


SHIP MORTGAGE 
INSURANCE 

A recent Assistant Comp- 
troller General's opinion 
deals with a subject not 
heretofore treated in this 
column. It involves a mat- 
ter of importance inthe ship 
construction and financing 
field. The opinion con- 
cludes that in calculating 
the actual cost of a ship to 
owner for the purpose of is- 
suing government ship mort- 
gage insurance under the 
Merchant Marine Act of 1936, 
as amended, it is proper to 
include a bank commitment 
fee, interest on a construc=- 
tion loan, a fee for federal 
construction loan insur-= 
ance, a mortgage commit- 
ment fee on a mortgage 
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loan and certain out of 
pocket expenses. United 
States Assistant Comptrol- 
ler's Opinion, No.B-127512, 
July 9, 1956. 


* * * 


CURRENT ARTICLES 

Sales-Trust Receipts-Sec- 
tion 10(b) of the Uniform 
Trust Receipts Act and In 
re Harpeth Motors, Inc., 
135 F. Supp. 863. Harvard 
Law Review 69:1343 May 
1956. 

Remedies on Default under 
proposed Uniform Commer- 
cial Code — Conditional 
Sales, Marquette Law Re- 
view 39:246 Winter 1955- 
56. 

Defenses, Claims of Owner- 
ship and Egquities-Conm- 
parison between the Nego- 
tiable Instruments Law and 
Article 3 of the proposed 
Uniform Commercial Code, 
Hastings Law Journal 73:1 
November 1955. 












BANKING LEGISLATIVE 
TRENDS IN THE STATES 


New legislative and regulatory developments affecting small loan and 
finance companies, credit insurance, banking and related fields, as re- 
ported from state capitals and municipalities throughout the country, 
include the following: 


FLORIDA: An opinion handed down by Circuit Judge William A. 
Stanly in Jacksonville held that Lester Chitty and the State Farm Mutual 
Automobile Insurance Co. were not required to purchase a special city 
license to conduct insurance business under the so-called “Bank Plan.” 

The court noted that in connection with his insurance business, Chitty 
advertises the “Bank Plan,” designed to inform policyholders and pros- 
pective policyholders that automobile purchases can be financed through 
local banks at savings. 

It was pointed out that although Chitty assists persons in arranging 
the financing, neither he nor his company make any loans or do any 
financing, nor does either receive any commission for services. 

Judge Stanly issued an order restraining J. R. Permenter, municipal 
inspector, from enforcing the Jacksonville city ordinance as to Chitty 
and the company he represents. The injunction had been asked after 
the license inspector threatened Chitty with arrest for failure to obtain 
the license. 

The court found the activities of Chitty and the insurance company 
in connection with the “Bank Plan” do not constitute a business, pro- 
fession or occupation subject to license under the city ordinance. Their 
services, Judge Stanly ruled, are “merely gratuitous”; performed solely 
for the purpose of advertising and establishment of good will, and are 
incidental to the carring on of the insurance business. 


MISSISSIPPI: A state legislative interim study group is gathering 
data preparatory to drafting a proposed new small loan regulatory law 
for submission to the next session of the Mississippi legislature. 

Rep. Walter Hester of Adams County heads a subcommittee of a 
tax study committee which is looking into the small loan situation. 

“I am of the opinion,” he said, “we will be able to draft sound legis- 
lation to regulate small loans and brokers.” 

Emphasizing that his subcommittee is proceeding carefully, Hester 
said: 

“There is a need for somewhere for these small borrowers to go. And 
there are many legitimate loan operators. People of small income, with 
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no collateral to offer in order to get a loan from a bank, must not be 
denied some recourse. 

“Although there are some pretty high-handed operations going on, 
the situation is not so bad as you might think. There are good operators 
and bad operators.” 

Other members of the subcommittee include Representatives Thomp- 
son McClellan of Clay County, Cris Fraser of Montgomery County, and 
T. P. Montgomery of Holmes County, and Senators W. O. Semmes of 
Grenada and William Rosenblatt of Fort Adams. 

Witnesses heard recently by the subcommittee included Fred Schmidt, 
Jr., of Natchez, chairman of the Mississipi Economic Council’s special 
subcommittee on usury laws. 

“If our state is to increasingly become an industrialized state,” Schmidt 
declared, “we must enact laws to protect wage earners in the same man- 
ner as we have enacted banking and insurance laws to protect the public.” 

Mississippi law now permits interest rates of 8 per cent on loans. 
However, the cost to small loan borrowers is skyrocketed in many in- 
stances through the subterfuge of “brokers” allegedly handling money 
from outside the state, principally from Louisiana. 

The Mississippi Economic Council was said to have proved cases 
in its files where total charges equalled interest rates up to 1,264 per cent. 


With expressed reluctance in many cases, the Mississippi Supreme 
Court has said “brokerage” operations are legal under the state’s present 
laws. The remedy, the court has pointed out, lies in new legislation. 

Another practice being studied by the committee is that of hiking 
interest charges through “refinancing.” This involves borrowers unable 
to make regular payments on loans. The loan company offers to “refi- 
nance” the loan, lending him more money so he can make the payments. 


NEW HAMPSHIRE: A proposal for the enactment of legislation 
providing for assessment of banks for the support of the state bank 
commissioner department was approved by the State Legislative Council 
for submission to the 1957 state legislature. 


NEW JERSEY: Of more than 200 automobile dealers surveyed by 
the New Jersey Automotive Trade Association, 55 per cent expressed 
opposition to government regulation of installment sales and 45 per cent 
favored such controls. 

Seventy-nine per cent of those favoring regulation said they pre- 
ferred federal controls, while 21 per cent advocated state controls. 


NEW YORK: A draft of a bill to give the state’s mutual savings 
banks the right to establish branches in suburban areas has been filed 
with the Joint State Legislative Committee to Revise the Banking Law 
by the Savings Banks Association of the State of New York. 
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Described as a working draft and “not the final word on the subject,” 
the bill resulted from more than a year’s work by a special bankers’ com- 
mittee headed by Joseph A. Kaiser, president of the Williamsburgh Sav- 
ings Bank, Brooklyn. 

The legislative study group previously announced its intention of 
submitting a branch banking bill to the 1957 state legislature. Com- 
mercial bankers have indicated they will continue their opposition to 
branch banking proposals of the savings banks. 

The bill filed by the savings bankers’ committee would permit such 
banks to open one or more branch offices within the city or village of 
its main office, and to apply for additional branch offices within 50 miles 
of the boundaries of the city or village in which its main office is located. 

The committee said the bill contained no provisions with regard to 
the branch powers of state-chartered commercial banks or savings and 
loan associations. It was added, however, that the savings banks would 
not oppose extension of the branch privileges of either the commercial 
banks or savings and loan associations, with one exception. The ex- 
ception was that savings and loan associations should not be granted 
privileges greater than mutual savings banks. 

Except for review by the state superintendent of banks, the committee 
said, the proposed bill would abolish all restrictions on branch locations 
other than limiting branches to a 50-mile area outside the main office 
community. 

It was pointed out there would be no numerical limitation as to 
branches that could be applied for. The size of the community of the 
principal office would have no bearing on the application. The com- 
mittee also explained that the existence of another banking institution 
in the same community as the proposed branch would not be an inflexible 
barrier. 

“The effect of the bill,” the bankers’ committee continued, “would 
not be to grant the right to open an unlimited number of branches but to 
remove unnecessary and unjust provisions of the present law that limit 
the right of access to the State Banking Department for branch applica- 
tions.” 

Proposed standards for branch bank determination were included in 
the bill for guidance of the State Banking Department. These were 
described by the committee as a framework rather than a specific deter- 
mination of each circumstance that might confront the department. Two 
items which the committee said it considered of greatest importance 
were: The maintenance of a “suitable competitive balance,” and the 
‘avoidance of “concentration of too much banking power in too few 
hands.” 


NORTH CAROLINA: A 20 per cent reduction in consumer credit 
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accident and health insurance rates in North Carolina, effective Dec. 1, 
was ordered by State Insurance Commissioner Charles F. Gold following 
an October hearing. 

Noting that this will lower the rate per $5 of monthly benefits from 
$2.50 to $2, Department Actuary Robert Potts said this would mean a 
reduction of about 90 cents in the charges collected by a small loan 
company on a 60-day $50 loan. 

A 25 per cent reduction in the rates for such insurance was ordered 
by Gold last year, in his first review after the 1955 state legislature gave 
him control over this form of insurance. Gold said he had hoped the 
initial cut in rates would result in a substantial increase in the loss 
ratio, which had been about 30 per cent. Noting that, instead, the loss 
ratio increased only to about 31 per cent, Gold said this “didn’t come up 
to my expectations.” 

Insurance companies had informed the commissioner that about 7 
per cent of premiums is used to pay the expenses of adjusting claims, 
with each adjustment costing about $10. But Gold noted that adjustment 
expenses plus the 31 per cent paid out for losses still represented only 
88 per cent of the premiums collected. “To my mind,” he asserted, 
“38 per cent is not high enough.” 

Following the hearing Gold said he had not yet determined what 
would be proper loss ratio percentage. However, he said he hoped the 
new rate cut would increase the proportion paid out in claims so that 
the rate could be stabilized. 

W. W. Taylor of Warrenton, counsel for the newly organized North 
Carolina Credit Accident and Health Insurance Rating Bureau, had 
urged Gold to keep the rate “as near the present rate as you can.” At 
an earlier hearing he asked for a “reasonable increase” in rates, but at 
that time Gold said he would not grant an increase but did plan a revision. 

Kirk Landon of Miami, vice president of American Bankers Life 
Assurance Co. of Florida, warned that any rate decrease would tend to 
“reduce lending in North Carolina” and might cause elimination of some 
of the 297 small loan offices in the state. 

It was noted that the accident and health premium is a major source 
of income for these offices, which require a borrower to carry accident 
and health coverage. 

A schedule of fees filed with the State Insurance Department showed 
that, at present, a 60-day $50 loan costs a borrower a total of $7.92 in 
interest and fees. Of this, 56 cents is interest, $2 is a fee permitted 
by the Banking Department, $4.82 is the accident and health premium 
19 cents is the life insurance premium and 35 cents is a policy writing fee. 

Prior to the 25 per cent cut in accident and health premiums last 
year, a borrower paid $8.64 for the same loan. Of this, 59 cents was 
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interest, $2 the fee permitted by the Banking Department, 20 cents the 
life insurance premium, $5.50 the accident and health premium and 35 
cents the policy writing fee. 

When the first rate cut was ordered, Gold agreed to permit the com- 
panies to write the accident and health policy for the overall amount of 
the loan, including charges. Previously, the policy had been limited 
to the amount the borrower actually received. 

It was because of this that the 25 per cent reduction last year cut 
the cost of a $50 loan by only 72 cents. The new reduction, although 
only 20 per cent, will cause the loan offices a bigger loss in revenue be- 
cause they cannot again increase the size of the policy. 


OREGON: State Attorney General Robert Y. Thornton ruled that 
the state superintendent of banks has no authority to adopt a rule or 
regulation restricting the types of insurance or fixing insurance rates 
which licensees under the industrial loan act may require of their bor- 
rowers. 

In an opinion requested by State Superintendent of Banks Marshall 
A. Case, the attorney general said the statute giving the superintendent 
of banks supervisory power over industrial loan companies failed to es- 
tablish a sufficient standard to guide him in promulgating any such regu- 
lation. 


WEST VIRGINIA: State Insurance Department has filed new re- 
visions in its regulations covering the sale of consumer credit life and 
accident and health insurance. 

New regulations with respect to such insurance were first filed by the 
department on Aug. 10. Certain new technical and other changes in 
the regulations were filed with the West Virginia secretary of state’s 
office in October as amendments to the earlier standards. The amended 
version becomes effective Nov. 18. 

The department reiterated it has no reason to believe there has been 
serious abuse of credit life and related insurance, and that the new regu- 
lations were devised mainly as a precaution. The department said it 
felt the regulations would curb only any coercion or intimidation of those 
borrowing money or buying on credit to “procure undesired and unneces- 
sary insurance... .” 

It was further explained the intent of the regulations is to discourage 
borrowers from terminating adequate and valid insurance coverage, and 
to accelerate a return of any premium refunds due on such insurance. 

The regulations, it was noted, to some extent parallel others in pre- 
paration by the State Banking Department with regard to small loan 
businesses in the state, particularly in instances where such firms are 
engaged in insurance operations. 
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TRUST DECISIONS 


Digest of current decisions pertaining to the law of trusts, wills, 
estates, descent, distribution and corporate fiduciaries 





Excess Trust Income Goes to Charitable Beneficiary 





First National Bank of Kansas City v. Stevenson, Missouri Supreme Court, 
July 9, 1956 


Decedent bequeathed his relatives certain lagacies and left his 
residue in trust, the trustee to pay a church $300 a month, “out of income 
first, but any deficiency to be paid out of principal.” The will provided 
that if any of the legatee relatives did not survive decedent, their 
bequests should become void and “are not payable to the heirs at law.” 
The trust income exceeded $300 a month, and the trustee sought court 
instruction as to distribution of the excess. HELD: The accumulated 
excess income should be paid to the church at once and all the future 
excess income at reasonable intervals. Decedent did not intend to 
provide substantially for his legal heirs or other relatives. Moreover, 
he was a very religious man whose chief interest was his church. The 
fact that decedent provided in the trust for the payment of a specific 
total monthly amount was not inconsistent with his general intent that 
all of the trust assets were placed in trust for the church as primary 
beneficiary. 


Executor Managing Real Property of Residuary Estate 





O’Brien v. Rice, District of Columbia Municipal Court of Appeals, 
June 11, 1956 


Residuary legatees arranged with one of the co-executors that he 
would manage the real property left in the decedent’s estate. The co- 
executor collected rents from and spent various sums on the property 
over a period of years. He also made sales and remitted the proceeds 
to the legatees. Thereafter he submitted a bill to the legatees for his 
fee or commission and for money he had advanced in the handling of 
the property. In a suit by the legatees, HELD: The co-executor col- 
lected large sums of money which belonged to the legatees, subject to 
proper charges for his disbursements. Thus the legatees were entitled 
to an accounting by the co-executor, and it was up to him to show 
he had performed his trust in the proper manner. As a part of the 
accounting there should be determined the amount of the co-executor’s 
fee. 
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Spendthrift Clause in Trust Protects Corpus as Well as Income 


Danning v. Lederer, United States Court of Appeals, Seventh Circuit, 
April 11, 1956 


Trustees in bankruptcy brought an action against the trustees of 
four trusts, claiming that since the bankrupt was one of the beneficiaries, 
under the trusts they were entitled to her interest therein. The trustees 
of the trust resisted the claim on the ground that all the trusts were 
spendthrift trusts, each one containing a clause providing that none of 
the beneficiaries could “transfer, pledge, assign or in any manner antici- 
pate, charge, encumber or make liable for the debts, contracts or engage- 
ments of the beneficiaries any money or property distributable there- 
under while such property or money is in the possession of the trustee”. 
HELD: (1) Although the Federal Bankruptcy statute is involved 
here, state law rather than Federal law is determinative of the rights 
of the beneficiary to pass her interest in the spendthrift trusts to a 
creditor. (2) Under the applicable state law, Illinois, a spendthrift 
clause may protect the corpus of a trust just as much as it does the 
income, and the bankrupt beneficiary could not pass her interest to 
creditors. (3) The fact that the trustees had the right to loan corpus 
to the beneficiaries for business purposes at 6% interest does not destroy 
the spendthrift character of the trusts. Such power in the trustees is 
simply a broadening of their power to invest and “is not inconsistent with 
the spendthrift clause of the trust because it does not alter the basic 
purpose of the trusts. The beneficiaries are given no additional rights 
to the corpus of the trusts.” 


Direction That Annuity Should be Purchased Does Not Limit 
Absoluteness of Gift 





Estate of Butler, New York Supreme Court, Appellate Division, 
First Department, May 15, 1956 


Decedent bequeathed all his residuary estate to L “in trust for her 
benefit,” providing that since L was not of sound mind the executors 
administering the “trust” could in their discretion purchase a cash re- 
fund annuity if sufficient funds were available. Both principal and 
income could be used, and no provision for a remainder gift to another 
was made. An annuity was purchased, and at L’s death a refund of 
$13,000 was made on the annuity. Decedent’s heirs at law argued that 

- such refund passed to them as intestate property. HELD: A trust was 
created, but the gift to L was in absolute form, and it was not limited 
or decreased by the directions to hold it in trust or purchase an annuity. 

The refund should be paid to L’s estate, not to decedent’s heirs. 
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Life Interest Not Taking Effect Does Not Cause Remainder to Fail 





In re Knochel, New York Surrogate’s Court, Queen’s County, 
136 New York Law Journal 4, August 2, 1956 


Decedent’s will bequeathed her residuary estate in trust for the 
benefit of her mentally ill sister and, at the sister’s death, if she did not 
regain her sanity, the principal to charities. The sister predeceased 
decedent. One of decedent’s heirs at law contended that the gift of 
the principal to the charities was conditioned upon the life beneficiary, 
the sister, surviving decedent and not regaining her sanity during the 
life of the trust, and that since the sister predeceased decedent the trust 
became inoperative. Hence, decedent failed to make a valid disposition 
of her residuary estate and died intestate as to such part of her estate. 
HELD: While the prior death of the sister caused the provision for 
her to lapse, it did not prevent the vesting of the ultimate gifts to 
charities. “The remainder was accelerated, not destroyed. The taking 
effect of a primary life estate has never been regarded as a necessary 
condition to sustain the validity of the remainders limited thereon.” 


Acceleration Provision in Trust Not Applicable to Widow With 
Life Interest 





In re Becher, New York Surrogate’s Court, King’s County, 
136 New York Law Journal 3, August 15, 1956 


Decedent’s will created several trusts, one of which was a trust for 
his wife for her life and thereafter the principal to his sons. The will 
authorized the trustees to accelerate the time of payment of the trust 
principals, if they deemed it necessary and prudent, “notwithstanding 
limitation as to the time of paying over the principal of the funds 
to the beneficiaries herein named.” The trustees sought court instruc- 
tions as to whether the acceleration provision applied to the trust for 
the widow and sons. HELD: The acceleration provision does not apply 
to the widow’s trust. Such trust did not contain either authority for 
invasion of principal or provision for payment of principal at specified 
times, as did the other trusts which were for the benefit of the children. 
Decedent’s principal testamentary intention was that his wife should 
enjoy the income of her trust during her life and that such trust could 
not be terminated or destroyed at any time during her life. Further- 
more, acceleration provisions are usually for the benefit of remainder- 
men, and since the widow was only a life beneficiary and not a re- 
mainderman she could not have benefited by termination of her trust. 









TRUST and ESTATE 
TAX DECISIONS 


Digest of current decisions pertaining to the law of taxes 
on trusts, estates and gifts. 


Valuation of Real Estate for Gift Tax Purposes 





Cullers v. Commissioner of Internal Revenue, 
United States Court of Appeals, Eighth Circuit, October 18, 1956 

Taxpayer gave his son a 1,500 acre farm and, for Federal gift tax 
purposes, valued the land at $26 per acre. This evaluation was based on 
an independent appraisal made by three qualified appraisers: a Federal 
farm loan secretary, an agricultural college graduate and farm owner 
and a farm owner, businessman and land trader. The Commissioner of 
Internal Revenue, relying only upon some evidence as to the assessed 
value of the real estate for local tax purposes, found the fair market 
value to be $47.50. In fixing the value of the land at $36 per acre the 
Tax Court rejected the qualified appraisers’ testimony because (1) their 
basis of evaluation was not fully explained (2) the appraisals of all 
three were too similar, and (3) their experience was in the lending field, 
inclining them toward being conservative. On appeal, HELD: The 
case must be sent back to the Tax Court for further proceedings which 
will take into account the testimony of the three expert witnesses. The 
Tax Court had no personal knowledge of land values or local economic 
conditions upon which it could form its own opinion as to value. Hence 
there is no valid reason why the testimony of taxpayer’s expert witnesses 
should be discredited in the absence of qualified witnesses to support the 
Commissioner’s valuation. 


Widow’s Aboslute Right to Invade Qualifies Trust for 
Marital Deduction 





Miller v. Dowling, United States District Court, S.D. New York, 
October 16, 1956 


Decedent’s will provided that his residuary estate should be divided 
in three equal shares. One share was to be left outright to his widow; 
.the remaining two shares were to be placed in a trust. Under the terms 
of the trust executors and trustees had to use the net income from the 
trust for the benefit of the widow during her life, with duty to advance 
to her, upon her request, any part of the trust principal, and with further 
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power to terminate the trust, in their discretion, at any time during her 
life, and, upon such termination, or upon her death, to divide the trust 
principal among decedent’s children. HELD: A marital deduction 
should be allowed for the trust corpus inasmuch as the widow had a 
power to invade which was exercisable by her alone in all events. She 
had the absolute power to invade the trust and dispose of the entire 
corpus, and, in the event she requested part or all of the corpus, the 
trustees, one of whom was the widow, were obliged to exercise their 
powers to advance principal in accordance with her request. 


Transfer of Stock to Settle Litigation Held Not a Gift 





Lampert v. Commissioner of Internal Revenue, 
Tax Court of the United States, September 28, 1956 


A mother held stock in a company and was co-trustee of a trust of 
more of such stock for her four children. Her brother-in-law, then 
president of the company, purchased 2,000 shares of stock from the 
company. The mother did not object to the purchase, but her son-in- 
law, on behalf of his wife and the other three children, did object and 
commenced suits against the mother and other co-trustees, charging 
serious breaches of their fiduciary duty and mismanagement of trust 
property. After long negotiations the mother settled the suits against 
her by transferring the stock she owned to the children. The Commis- 
sioner asserted that such transfers were gifts subject to tax. HELD: 
The stock transfers by the mother were not gifts but rather transfers 
without donative intent and for full and adequate consideration in money 
or money’s worth. 


Step-Grandchildren Not Accorded Preferential Tax Treatment 





Hopkins et al. v. State of New Jersey, New Jersey Superior Court, 
Appellate Division, August 27, 1956 


Decedent left her residuary estate to the children of her three step- 
children. Her executors contended that the stepchildren were children of 
decedent within the meaning of the State Transfer Inheritance Tax 
statute and, accordingly entitled to the lower tax rate and exemptions 
accorded to issue of natural children by statute. HELD: the step-grand- 
children are not entitled to preference but take simply as other benefici- 
aries at the higher tax rate. There is no explicit provision for preferential 
treatment of issue of stepchildren in the statute. Had the Legislature 
wished stepchildren to be so favored it would have specifically provided, 
as it did in the case of issue of adopted children. Moreover, statutes 
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granting exemptions or partial exemptions from taxation are to be strictly 
construed against a claimant; “a claimed exemption must find support 
in clear and unmistakable expressions of the legislative act.” 


Gift of Securities With Life Interest Retained 





Greene v. United States of America et al., United States Court of Appeals, 
Seventh Circuit, October 15, 1956 


A mother transferred to each of her two daughters securities valued 
at about $50,000. In consideration therefor each daughter agreed to 
manage the securities and pay all the income therefrom to the mother for 
life, and also to make up the difference should the income amount to 
less than $1,500 a year. In determining the gift tax the mother deducted 
from the value of the securities the value of the interest retained by her. 
Upon the mother’s death issue arose whether (1) the widow retained 
for life the right to the income of the property so as to include such 
property in her estate for estate tax purposes; and (2) the transfers 
were a bona fide sale for adequate consideration and hence excepted 
from the requirement of inclusion. HELD: The arrangement was 
comparable to a trust with a life interest in the grantor, as shown by 
the gift tax deduction the mother took for her retained interest. Accord- 
ingly, the value of the securities was properly included in the wife’s 
gross estate, but only to the extent of the excess of the fair market 
value of the securities at time of the mother’s death over the value in 
money or money’s worth, if any, of the daughters’ agreements to make 
up any yearly income deficiency below $1,500. 


Gift in Trust to Wife Cannot be Separated From Gifts to Other 
Beneficiaries 





Revenue Ruling 56-439, LR.B. 1956-36, p. 17 


The above Ruling states that when a gift is made in trust whereby 
the trustee is to distribute any part or all of the income or principal of 
the trust to the settlor’s wife and any of his descendants at such times 
and in such amounts and proportions as the settlor in his sole discretion 
‘shall determine, the value of the interest in the trust given to the wife 
‘is impossible to determine. Accordingly, the gift to the wife cannot be 
separated from the gifts to the other beneficiaries, and, therefore, for 
gift tax purposes the gift made in trust cannot to any extent be con- 
sidered as being made one-half by the settlor and one-half by the wife. 









INVESTMENT AND FINANCE 


Edited by OSCAR LASDON 





Federal Investment Funds 


VER the past twenty years, 

U.S. Government Investment 
Accounts have become an import- 
ant institutional buyer of Treasury 
securities. At the end of fiscal 
1936, U. S. Government Agencies 
and Trust Funds held less than $2 
billion of Treasury issues, or about 
6 per cent of the total outstanding. 
By June of this year, such holdings 
had passed $583 billion, or almost 20 
per cent of the Federal debt. 

The old age and survivors in- 
surance trust fund (OASI) is the 
largest of the Government Ac- 
counts and now holds more than 
$22 billion in Treasuries. Recent 
estimates, according to the No- 
vember Monthly Review of the 
Federal Reserve Bank of Kansas 
City, indicate continued enlarge- 
ment of the combined Investment 
Accounts during the remainder of 
the century. Based on present Con- 
gressional policy of developing a 
sizable invested reserve fund, OASI 
reserves are expected to reach $99 
billion by the year 2000. Thus, 
barring any legislative change af- 
fecting the financial basis of the 
OASI system, Federal Investment 
Funds are expected to absorb a 
material proportion of the total 
supply of Federal debt obligations 
over the next forty or fifty years. 

Despite a post World War II ex- 
pansion in the Federal debt, the 
rapid growth of Federal Investment 
Accounts has reduced the volume 
of Treasuries available for public 
distribution. From June 1945 to 
June 1956, the growth in the Funds’ 


holdings was more than twice the 
increase in the total supply of Gov- 
ernment issues. Assuming no ma- 
terial expansion in the Federal debt, 
continued purchasing by the Funds 
will serve to further reduce the sup- 
ply in public hands. 

Analyzing the impact on the 
capital and money markets, the 
Kansas City Reserve Bank notes 
that security purchases by the Ac- 
counts—unlike open market opera- 
tions of the Federal Reserve Banks 
—have only transitional effects on 
the privately held money supply 
and on member bank reserves. It 
is pointed out that the Accounts’ 
excess of current receipts over ex- 
penditures is part of the total vol- 
ume of saving. Such funds flow 
back into the money and capital 
markets and become a source of 
loanable funds to a variety of bor- 
rowers. 

Concentration of Government 
securities in the Investment Ac- 
counts, the Review observes, may 
to some degree affect the yield dif- 
ferential between Treasury and 
other securities, although it is by 
no means clear that this influence 
is of material significance. In any 
short period of time, however, the 
maturity structure of interest rates 
on Treasury issues could be affected 
by the Accounts’ security pur- 
chases. 


Do’s and Don’ts for the Director 

Bank officers frequently find 
themselves on Boards of Directors 
of client companies. Sometimes 
this association is dictated by the 
desirability of protecting the bank’s 





958 THE BANKING 
interest, particularly when the 
client company is a borrower. On 
other occasions, membership on a 
client’s Board reflects the latter’s 
desire to avail itself of the busi- 
ness judgment of the banker. Often, 
both reasons account for banker 
representation. 

In any event, upon becoming a 
member of the Board, the banker 
occupies another fiduciary capacity 
and represents all shareholders in 
corporate affairs. He is vested with 
the duties of caring for and manag- 
ing the stockholders’ property, as 
well as statutory duties. He be- 
comes aware of the powers and 
functions of a corporate director; 
he learns that some duties may be 
delegated while others cannot; he 
is apprised of the fact that a di- 
rector may be subject to liability 
for breach of duties. 


Every responsible director seeks 


to acquaint himself with the proper 
“do’s” and “dont’s”. However, in 
many instances, the usual refer- 
ences are technical, legal articles 
which dwell on rather extraordinary 
circumstances. Generally speaking, 
they are not conducive to easy 


layman digestion. Against this 
background, a recent effort by Per- 
cival E. Jackson, well-known New 
York attorney and expert in cor- 
porate affairs, can best be appre- 
ciated. 

In his latest volume, “Corporate 
Management,” Mr. Jackson, a di- 
rector in many prominent corpora- 
tions, sets the answers clearly in 
focus. Comprehensiveness is not 
achieved at the expense of easy 
understanding. Legal points are 
highlighted by specific corporate 
‘episodes; theory is crystallized by 
interesting illustrations which do 
not strain the reader. 


Among a multitude of other 
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items, there is discussion of the di- 
rectors’ approach to stockholder 
relations through the medium of 
the annual report. Mr. Jackson 
deplores the tendency toward over- 
elaboration, which trend, he com- 
ments, has caused “sensible re- 
action” in some quarters. In this 
connection, he cites two commercial 
banks for their realism in this re- 
gard. The Valley National Bank 
of Phoenix, Arizona, for example, 
observed that “Today it takes a 
CPA to tell what a company made 
...” The practical approach of the 
directors of the First State Bank of 
Pilcher, Oklahoma, is expressed in 
its simplified statement of condi- 
tion, captioned “Statement fixed so 
even you can understand it.” 


Interest Rates and Bond Prices 


New York University Professor 
Raymond Rodgers looks for a con- 
tinuation of tight money and bases 
his judgment on any one of a num- 
ber of important criteria. He enum- 
erates these guide posts as business 
activity, capital supply and de- 
mand, credit supply and demand, 
price pressures and Federal Reserve 
policy. No reversal is anticipated 
until business activity slows, there 
is a consequential increase in sav- 
ings, a reversal of the upward price 
trend or a politically intolerable in- 
crease in unemployment. None of 
these developments are foreseen in 
the immediate future. 

Nevertheless, Professor Rodgers 
does not rule out the possibility 
that Treasury Bills may not con- 
tinue to bring 3 per cent, or that 
the Federal Reserve may not sup- 
ply some reserves for the seasonal 
expansion of credit or for heavier 
Treasury financing. While pos- 
sible, such developments are viewed 
as being temporary in character. 
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Basic factors, such as reduced busi- 
ness activity and deflationary pres- 
sures, are required for a more 
permanent change in the course of 
money rates. This change may oc- 
cur in 1957 and is not expected later 
than some time in 1958. 

Money and capital today, de- 
clares Professor Rodgers, are tight- 
er than they have been since the 
*twenties. Scarcity is not the prob- 
lem, since the totals are unprece- 
dented. Cause of tight money is 
the shortage of credit and capital 
in relation to today’s prices, busi- 
ness volume and exaggerated de- 
mand. Easier money, he states, 
awaits the removal of this imbal- 
ance. 


According to Economist Murray 
Shields, another competent obser- 
ver of the money market, the high 
point of the long rise in interest 
rates and bond yields should be 


near. If the peak has not already 
been attained, it is expected within 
the next few months. 

Over the next few years, Mr. 
Shields anticipates that the demand 
and supply situation will result in 
a level of interest rates and bond 
yields “far above levels of the days 
of easy money, but moderately be- 
low the current position and with 
the broad trend gently downward.” 
He also visualizes the possibility 
of “quite wide short range fluctua- 
tions in money rates and bond 
yields”. 

“The long bear market in bonds 
which began in 1946,” says Mr. 
Shields, “appears to be approaching 
its climax and the turning point 
may not be far ahead. . . . The 
forces responsible for it are weaken- 
ing and a new set of supply-demand 
pressures should shortly become 
operative in the money markets. 
While the beginning of any pro- 
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nounced bull market in bonds may 
well be delayed for a period and in 
its earlier stages the rise in bond 
prices may be very slow, the long- 
term trend in bond prices over the 
next decade is probably going to- 
ward higher levels—with, of course, 
lower bond yields and interest 
rates.” 


The Art of Forecasting 


In an article, “People, Polls and 
Predictions,” a recent Business Re- 
view of the Federal Reserve Bank 
of Philadelphia appraises the scien- 
tific survey as an important new 
tool for the forecaster. It points 
out that too much is often expected 
of such surveys and that intentions 
or plans, on which the surveys are 
based, are not always fulfilled. Such 
polls, it comments, must be sup- 
plemented with additional observa- 
tions. 

According to the Philadelphia 
Reserve Bank, certain kinds of 
spending are more amenable to pre- 
diction from survey results than 
others; that it is more prudent to 
use the total “feel” derived from a 
number of questions put to the 
customer, than to pinpoint con- 
sumer spending on particular prod- 
ucts; that surveys should be con- 
sidered as a factor influencing the 
business forecast rather than as a 
“final answer.” 

However, survey results do in- 
dicate that spending on plant and 
equipment is somewhat more pre- 
dictable from anticipations than 
consumer spending. This is because 
expenditures by businessmen re- 
quire forward planning and fre- 
quently involve commitments. Con- 
sequently, they are less subject to 
last-minute change-of-mind. 

As far as consumer spending is 
concerned, the Review remarks 





960 THE BANKING 
that such anticipations prove out 
better if used in the composite, 
rather than individually. The con- 
sumer is more capricious and often 
behaves on impulse. Nevertheless, 
it is possible to get a “feel” of how 
susceptible people might be to im- 
pulses in a given year. 

Although the business economist 
finds it tempting to use anticipation 
surveys as a forecast of business 
and consumer behavior,—and for- 
get additional analysis — such a 
procedure does not seem justified. 
While such surveys may be helpful 
to the prognosticator, they should 
not be exclusively utilized as a basis 
for judgment. 

Understanding Federal Reserve 
Operations 
Open market operations of the 


Federal Reserve System have long 
been the subject of discussion in 
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both text and article. Nevertheless, 
these have not “filled the bill” and 
a reasonably short, but clear and 
accurate, statement of actual work- 
ings has long been lacking. To 
bridge this gap, Robert V. Roosa of 
the Federal Reserve Bank of New 
York has written a 108 page book- 
let, “Federal Reserve Operations 
in the Money and Government 
Securities Markets.” 


The study explains how, and by 
whom, the operations are conduct- 
ed and describes the mechanics of 
the “Trading Desk.” It shows how 
dealers fit into the picture and 
elaborates on the nature of today’s 
“money market”, within which 
these strategic activities occur. 


Copies of this valuable study 
may be obtained gratis by address- 
ing the Federal Reserve Bank of 
New York. 














HANDBOOK OF 


FEDERAL BANKING LAWS 


(New 1956 Edition) 


Edited by Thor W. Kolle, Jr., of the New York Bar 


Federal Reserve Act—National Bank Act—Other 
Federal Banking Laws—Completely Indexed 


The new 1956 edition of FED- 
ERAL BANKING LAWS is now 
ready for delivery. Since our last 
edition Congress has enacted many 
important statutes. 


It contains in one compact 
volume all of the Federal laws 
affecting member banks, State and 
National, of the Federal Reserve 
System and non-member banks, 
insured under the Federal Deposit 
Insurance Law. 


The new edition of Federal 
Banking Laws contains the pro- 
visions of all of these statutes, that 


is to say, the Federal Reserve Act, 
the National Bank Act, subsequent 
banking acts and other laws of the 
United States regulating banking, 
as amended to date. The Bank 
Holding Company Act and all the 
1956 legislation are included. 


The provisions of these various 
laws are co-ordinated and codified 
under one system following the 
plan used in the Code of Laws of 
the United States. 


The book is a pocket size volume 
of 650 pages, completely indexed. 
It will give you all of these im- 
portant statutes under one cover. 


(Price $10.00 delivered) 
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